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Dear stockholders, customers, employees, suppliers, and friends,

By nature, I’'m an optimist. As an entrepreneur twenty-five years ago, I had to be. As CEO of this
company, known for its innovation, I need to be. And as this company’s largest stockholder, I see every
reason to be.

As we begin our new fiscal year, we can put two years of difficult change behind us. Years that
were fraught with challenges—from macro-economic impediments to self-inflicted delays. They tested
our capabilities, but never our confidence. They tempered our successes, but never our spirit. They
impacted our profitability—but they never altered our purpose.

As we enter 2005, we now know that change and progress are never as fast as we think they will
be—and they are very seldom simultaneous. Oddly enough, that is cause for optimism.

Let’s first close out 2004 and then I’ll explain.

Year 2004 results. Net sales in 2004 increased 51% to $395.3 million from $262.4 million for the year
2003. Our net loss for the year was $12.7 million, or $0.39 per share, compared with a net loss of $44.2
million, or $1.37 per share, in 2003. Gross profit increased to $119.7 million from $87.9 million. And
gross margin was 30.3% in 2004 compared with 33.5% in 2003.

SG&A expense, without amortization of intangible assets, was $58.5 million, or 14.8% of sales
compared with $49.4 million, or 18.8% of sales in 2003. Amortization of intangible assets was
$3.9 million for the full year 2004, and $4.6 million for the full year 2003.

R&D was $51.5 million in 2004, down fractionally from $51.6 million for 2003, but as a percent of
sales, it declined to 13.0% in 2004 from 19.7% in 2003.

Our balance sheet continues to show strength. We had cash, cash equivalents, and marketable
securities of $108.0 million. And we ended the year with $206.9 million of working capital, $396.0
million of total assets, and $145.0 million of stockholders’ equity.

Clearly, we wanted and expected better year-end results. However, we did demonstrate progress.
And we believe that with favorable market conditions, progress should accelerate.

In 2004, China meant change. Here are two things we know to be true: Change is the only thing that
offers new opportunities. And it takes a lot of time, effort, pain, and courage to execute change.

Here are two more things we think to be true: The massive transfer of nineteen of our high-volume,
mature product lines to Shenzhen and the alliances formed with Tier One suppliers in Asia, is the largest
single China-related manufacturing move undertaken by anyone in our sector. By the third quarter 2005 |
we will have twenty-five of our power product lines there—over 80% of our global manufacturing.

[t’s been a struggle. The cost and operational benefits we anticipated did not come as early as we
hoped. For one thing, the extended time it took to make the transition demanded that we maintain




duplicate ﬁ]ar’]hfacturing capabilities. For another, our Asian supplier network was not completely in
place when we started up, making the logistical costs of transporting parts and finished products high.

In hindsight, perhaps if we’d had more experience at this and thoroughly understood the enormity
of the project, we would have proceeded differently—but to me, it’s a little like entering a deep, cold
lake. The short-term shock of an all-out plunge is preferable to the long-term misery of a step-by-step
immersion. The sooner you’re in, the sooner you swim.

And besides, we’re innovators. Innovators, by definition, do something different. What’s more, 1
believe without reservation that there is no greater talent nor more loyal, hardworking employees than
the people at AE. If it has to happen, they will make it happen. [’ve seen it time and again.

And so, having said all that, here is the thing we believe will be true: Our level of presence in
China will give AE a significant advantage over our competition through streamlined procurement
processes; high quality parts and products; reduced costs and improved response time (especially as
more and more of our customers move their own manufacturing facilities into the Pacific Rim); and the
earliest relationships with emerging local companies.

We’re ready for them. Our OEMs have already qualified our China-made products and our Asian
suppliers—and indeed, have been accepting our China-manufactured products for over six months.
Customers who have visited our site in Shenzhen consider it a world-class facility and, in fact, are using
it as a model for going into low-cost regions. We also believe that the respect and support we’ve
received from our customers during this transition has made our relationships improve and grow
stronger.

Change for the better. Sometimes it seemed like the on/y thing we were doing this year is moving to
China. But it wasn’t. Change has a way of making you refocus—and in our case, it helped us
concentrate our R&D efforts.

We changed this year. Instead of reacting to every customer request, which in the past served us
well, we’re more carefully targeting exactly what we need to do to win in each of the opportunities. We
continue to take more than our share of design wins in advanced applications; we continue to dominate
in power markets with products such as our Ovation"™ very-high frequency power delivery solution, as
well as our Navigator’™ matching network; and we continue to launch new, exciting products, such as
our Summit™ direct current power conversion and control system for advanced thin-film manufacturing
applications.

Our customers can expect to see more products that capitalize on the unique technical platforms
we’ve developed to meet the needs evolving over the next three to five years. Instead of our products
becoming commodities as some feared several years ago, the opposite has occurred. As the geometries
get smaller and smaller, the solutions to technical problems involving yields and new processes become




harder and harder to devise. This is good news for us. We’re at the edge of performance in a lot of areas.
Innovative technology is what we do best. Our legacy will continue.

Fort Collins is and will remain our world center for technology development, our key design and
launch location. In addition, we will maintain manufacturing space and capability to provide backup for
our China operations. In the event of some macro-level disruption, we could be fully operational in Fort
Collins within three to five months.

Change for the future. Someone said that to be a success in business you need to be daring, you need
to be first, and you need to be different. Twenty-five years ago I embraced that notion and launched this
company with products that revolutionized a critical part of the semiconductor equipment industry.
Today, we are a long way from that entrepreneurial start-up, but still we continue to cultivate
innovation. It is our hallmark. Not confined to groundbreaking technology—it permeates our strategies,
our tactics, and our culture. I am immensely proud of that heritage and of the fine people here who carry
it on.

There is still hard work to be done, but we believe the worst is behind us. And I am so confident in
our continuing growth and success and strength of our position in the industry that [ have decided it is
time to make a change myself—from CEO to non-executive chairman during 2005.

With that decision has come a renewed realization of what my work here means to me. And more
profoundly, what the relationships we’ve formed with so many interesting, talented, intelligent people
mean to my family and me.

Until my successor is named, I will continue to lead our executive team. After that I look forward
to contributing my creativity and vision—Ilet’s say innovation— to my role as chairman.

On behalf of everyone at AE, I thank you for your continuing interest and support.

==

Douglas S. Schatz
Chairman, President and CEO

P.S. [invite you to visit the investor relations section of our Web site at www.advanced-energy.com
for financial graphs, charts, and extensive product information.
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PART1
ITEM 1. BUSINESS

Overview

We incorporated in Colorado in 1981 and reincorporated in Delaware in 1995, In 1995, we
effected the initial public offering of our Common Stock. Unless the context otherwise requires,
as used in this Form 10-K, references to “Advanced Energy” refer to Advanced Energy
Industries, Inc., and references to “the Company”, “we”, “us” or “our” refer to Advanced Energy
and its consolidated subsidiaries. Our executive offices are located at 1625 Sharp Point Drive,
Fort Collins, Colorado 80525, and our telephone number is 970-221-4670. Our website address
is www.advanced-energy.com. We make available, free of charge on our website, our Annual
Report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and all
amendments to these reports as soon as reasonably practicable after filing such reports with, or
furnishing them to, the Securities and Exchange Commission (the “SEC”). Such reports are also

available at www.sec.gov.

We design, manufacture and support a group of key components and subsystems primarily
for vacuum process systems. Our primary products are complex power conversion and control
systems. Our products also control the flow of liquids into the process chambers for
semiconductor equipment and provide thermal control and sensing within the chamber. Our
customers use our products in plasma-based thin-film processing equipment that is essential to
the manufacture of, among other things:

Semiconductor devices for electronics applications;

Flat panel displays for hand-held devices, computer and television screens;
Compact discs, DVDs and other digital storage media;

Optical coatings for architectural glass, eyeglasses and solar panels; and
Industrial laser and medical applications.

We also sell spare parts and repair services worldwide through our customer service and
technical support organization.

We market and sell our products primarily to large, original equipment manufacturers
(“OEMs”) of semiconductor, flat panel display, data storage and other industrial thin-film
manufacturing equipment. Sales to customers in the semiconductor capital equipment industry
comprised 60% of our sales in 2004, 59% in 2003 and 68% in 2002. We sell our products
primarily through direct sales personnel to customers in the United States, Europe and Asia, and
through distributors in regions both inside and outside the United States. International sales
represented 47% of our sales in 2004, 53% in 2003 and 40% in 2002. Additionally, many of our
products sold domestically are placed on systems shipped overseas by our customers.

Products

Our major products fall into four categories: Power, Flow Control, Thermal Instrumentation
and Source Technology. Our products are designed to improve productivity and lower the cost of
ownership for our customers.




POWER

Our power systems include direct current (“DC™), high power, low and mid frequency, and
radio frequency (“RF”) power supplies, matching networks and RF instrumentation. Our power
systems refine, modify and control the raw electrical power from a utility and convert it into
power that is uniform, predictable and repeatable. Our power systems are primarily used by
semiconductor and flat panel display manufacturers in the following applications: physical vapor
deposition; chemical vapor deposition; reactive sputtering; electroplating; plasma vacuum
processes and bias; oxide, poly and conductor etch; carbon dioxide laser excitation; data storage;
and architectural glass.

FLOW CONTROL

Our flow control products include thermal mass flow controllers (“MFCs™), pressure-based
MFCs, liquid MFCs, liquid vapor delivery systems, pressure control systems and ultrasonic
control systems. Our flow control products control or monitor the flow of high-purity liquids,
liquid vapor, and gases encompassing a wide range of input pressures. Qur flow control products
are primarily used in semiconductor applications, fiber optics, safe delivery system applications,
chemical vapor deposition and silica industries.

THERMAL INSTRUMENTATION

QOur thermal instrumentation products, primarily used in the semiconductor industry, provide
thermal management and control solutions for applications where time-temperature cycles affect
productivity and yield. They are used in physical vapor deposition, chemical vapor deposition,
rapid thermal processing and other semiconductor applications requiring non-contact temperature
measurement, chemical mechanical polishing, track and lithography.

SOURCE TECHNOLOGY

Our source technology products include plasma and ion beam sources which are used in the
direct deposition of thin films of diamond-like carbon, ion-assisted deposition, ion beam etching,
optical coating, industrial coating, pre-cleaning and chamber clean. Our plasma-source platform
is a complete system, including a remote plasma source, a power supply and an active matching
network.

OTHER PRODUCTS

We also offer DC-to-DC converters specifically designed to power low voltage, high-current
microprocessors, application-specific integrated circuits, logic and memory chips and servers.




The following summarizes our portfolio of product platforms:

Product Major Process
Products __Description Applications
Direct Current Power conversion and CVD
POWER DC Pulsing Product Suite, E-Chuck System, control systems sPECVD
E’Wave™, MDX Series, MDX II Series, Pinnacle +HDPCVD
®3000, Pinnacte® Diamond, Pinnacle® Plus PVD . .
A ) B M i sReactive sputtering
Series, Pinnacle™ Series, Summit™™ Series Vacuum sputtering
Etch
High Power *Oxide
Astral® Series, Crystal® ePoly
oConductor
Low and Mid Frequency Ion implantation
LFGC Series, LFGS Series, PDX ® Series, PE and Plasma vacuum process systems
PE 1I Series, RAS Split Inductor Electroplating
Wafer handling
RF and High Frequency Bias o
Apex® Series, CESAR™ Series, HPG Series, HFV o ;zfgl 3’1‘;1‘;12;‘"“
™ Variable Frequency Generators, RFG Series, Data storage
Ovation™ Series - Architectural glass
Match Networks
VarioMatch™ Series, Navigator™ Match Network
Series
RF Instrumentation
2’Scan® Sensors
Mass Flow Controllers Digital and analog MFCs, Semiconductor processes
A Aera® FC-780CHT Series, Aera® FC-790 Series, | laree capacity thermal Fiber optics
®EC.900 Series. Aera®FC-1000 Series. A vaporizer and delivery Safe delivery systems
Aera” FC- eries, Aera = ri- Cries, AT | gystem, compact thermal Vaporized liquids
®FC-7700 Series, Aera® FC-7800 Series, Aera® | vaporizer and delivery Silica industries
FC-D980 Series, Aera® FC-P2000 Series, Aera® | System, them}l\a' refill iﬂd CVD diffusion
FC-PA780 Series Digital, Aera® LX-1200/1200C | yirocre Foe s Vo
Series, Aera® PrimAera® Series Digital
Thermal Vaporizer Systems
Aera® ADS-1200, Aera® AS Series, Aera® GS-
440A
Mass Flow Meters
Aera® USF100 A-G Ultra-Sonic, Aera® Mass
Flow Meter Series , EMCO® Industrial Flow
Meters
Thermal Sensing Systems Non-contact temperature RTP
THERMAL Sekidenko OR1000F Optical Fiber Thermometer, sensing systems PVD
INSTRUMENTATION Sekidenko OR2000F Optical Fiber Thermometer CVD
CMP
Track
Lithography
Ion Beam Sources Direct deposition of thin CVD chamber clean
SOURCE LIS Series films, ion-assisted Deposition
TECHNOLOGY deposition Thin films
Plasma Source Etch '
Xstream™ with Active Matching Network™, Optical coating
. ™ Industrial coating
Litmas
DC-to-DC Converters Low voltage/high current DC-to-DC conversion
P;’J;‘gg“ HDS High-Density 1.25 V 11 A, HDS High-Density power conversion

1.5 V 36 A, HDS High-Density 2.5 V 43 A, HDS High-
Density 3.3V 34 A, HDS High-Density 48 to 12 V,
HDS High-Density 5 V 18 A, VRMs, MVRs




Markets, Applications and Customers
MARKETS

Most of our sales have historically been to customers in the semiconductor capital equipment
industry. Sales to customers in this industry represented 60% of our sales in 2004, 59% in 2003
and 68% in 2002. Our power, flow control, thermal instrumentation, source technology as well
as other products are also used in the flat panel display, data storage and advanced product
applications markets. Following is a discussion of the major markets for our products.

SEMICONDUCTOR CAPITAL EQUIPMENT MANUFACTURING MARKET. We sell our
products primarily to semiconductor capital equipment manufacturers for incorporation into
equipment used to make integrated circuits, as well as other equipment manufacturers discussed
below. Our products are currently used in the major semiconductor processing steps, including:

e Chemical vapor deposition

e Physical vapor deposition
Oxide etch

Poly etch

Conductor etch

Wafer handling

Chemical mechanical polishing

Our power systems provide the energy to drive the chemical reaction for thin-film processes
such as deposition and etch. Our flow control products control the fluid or gas being delivered to
ensure high-purity, our thermal instrumentation products measure the temperature of the process
chamber and our source technology products optimize CVD clean, deposition and etch processes.
The precise control over plasma-based processes enables the production of integrated circuits
with reduced feature sizes and increased speed and performance. We anticipate that the
semiconductor capital equipment industry will continue to be a substantial part of our business for
the foreseeable future.

FLAT PANEL DISPLAY MANUFACTURING EQUIPMENT MARKET. We sell our products
to manufacturers of flat panel displays and flat panel projection devices, which have fabrication
processes similar to those employed in manufacturing integrated circuits. Flat panel technology
produces bright, sharp, large, color-rich images on flat screens for products ranging from hand-
held devices to laptop and desktop computer monitors to plasma and liquid crystal display-screen
televisions. The transition to larger panel sizes and higher display resolution is driving the need
for tighter process controls to reduce manufacturing costs and defects. There are three major
types of flat panel displays: liquid crystal displays, field emitter displays, and gas plasma
displays. There are two types of flat panel projection devices: liquid crystal projection and digital
micro-mirror displays. We sell our products to all five of these flat panel markets.

DATA STORAGE MANUFACTURING EQUIPMENT MARKETS. We sell products to
manufacturers of data storage equipment and data storage devices for use in producing a variety
of products, including CDs, CD-ROMs and DVDs; computer hard discs, including both media
and thin-film heads; and optical storage media. These products use a PVD process to produce
optical and magnetic thin-film layers as well as a protective-wear layer. In this market, the trend
towards higher recording densities requires denser, thinner and more precise films. The use of
equipment incorporating magnetic media to store analog and digital data expands with the growth




of the laptop, desktop and workstation computer markets and the consumer electronics audio and
video markets.

ADVANCED PRODUCT APPLICATIONS MARKETS. We sell our products to OEMs and
producers of end products in a variety of industrial markets. Thin-film optical coatings are used
in the manufacture of many industrial products, including solar panels, architectural glass,
eyeglasses, lenses, barcode readers and front surface mirrors. Thin films of diamond-like
coatings and other materials are currently applied to products in plasma-based processes to
strengthen and harden surfaces on such diverse products as tools, razor blades, automotive parts
and hip joint replacements. Other thin-film processes that use our products enable a variety of
industrial packaging applications such as decorative wrapping and food packaging. The
advanced thin-film production processes allow precise control of various optical and physical
properties, including color, transparency and electrical and thermal conductivity. The improved
adhesion and high-film quality resulting from plasma-based processing make it the preferred
method of applying the thin films. Many of these thin-film industrial applications require power
levels substantially greater than those used in our other markets.

Also included in the advanced product applications markets are our sales to OEMs of high-
end computing, automated test equipment and DataCom products.

APPLICATIONS

We have sold our products for use in connection with the following processes and
applications:

Semiconductor Data Storage Flat Panel Display Advanced Product Applications

Chemical vapor deposition CD-ROMs Active matrix LCDs Advanced computer technology workstations
Etch CDs Digital micro-mirror and servers

{conductor and dielectric) DVDs Field emission displays Automobile coatings
High-density plasma CVD Hard disc carbon wear coatings Large flat panel displays  Chemical, physical and materials research
[on implantation Hard disc magnetic media LCD projection Circuit board etch-back and de-smear
Magnet field controls Magneto-optic CDs Liquid crystal displays Consumer product coatings
Mass flow control Recordable CDs Medical applications Diamond-like coatings
Megasonic cleaning Thin-film heads Plasma displays Food package coatings
Optical fiber thermometers Glass coatings
Photo-resist stripping Optical coatings
Physical vapor deposition . Photovoltaics
Plasma-enhanced CVD Superconductors

Chemical mechanical

polishing (CMP)
Solid-state temperature controls
Water handling

CUSTOMERS

Our products are sold worldwide to more than 100 OEMs and directly to more than 500 end
users. Our ten largest customers accounted for 59% of our total sales in 2004, 54% in 2003 and
53% in 2002. We expect that sales of our products to these customers will continue to account
for a large percentage of our sales in the foreseeable future.

Applied Materials, our largest customer, accounted for 27% of our sales in 2004, 20% in
2003 and 27% in 2002. No other customer exceeded 10% of our sales during these yearly
periods.




Backlog

Our backlog decreased from $53.7 million at December 31, 2003 to $33.9 million at
December 31, 2004. We schedule production of our systems based on order backlog and
customer commitments. Backlog includes only orders scheduled to ship in the following quarter
for which written authorizations have been accepted and revenue has not been recognized. Due
to possible customer changes in delivery schedules and cancellations of orders, our backlog at
any particular date is not necessarily indicative of actual sales for any succeeding period. Delays
in delivery schedules and/or a reduction of backlog during any particular period could have a
material adverse effect on our business and results of operations.

Marketing, Sales and Service

We sell our products primarily through direct sales personnel to customers in the United
States, Europe and Asia. Our sales personnel are located at our headquarters in Fort Collins,
Colorado, and in sales offices in San Jose, California; Austin and Dallas, Texas; and Vancouver,
Washington. To serve customers in Asia and Europe, we have offices in Shenzhen and Shanghai,
China; Bicester, England; Dresden, Filderstadt and Stolberg, Germany; Hachioji and Tokyo,
Japan; Bundang, South Korea; and Hsinchu and Taipei Hsien, Taiwan. These offices have
primary responsibility for sales in their respective markets. We also have distributors inside and
outside the United States.

Sales outside the United States represented approximately 47% of our total sales in 2004,
53% in 2003 and 40% in 2002. International sales are subject to certain risks, including exposure
to foreign currency fluctuations, the imposition of governmental controls, political and economic
instability, trade restrictions, changes in tariffs and taxes and longer payment cycles typically
associated with international sales.

We believe that customer service and technical support are important competitive factors and
are essential to building and maintaining close, long-term relationships with our customers. We
maintain customer service offices in Fort Collins, Colorado; San Jose, California; Austin and
Dallas, Texas; Vancouver, Washington; Shanghai, China; Bicester, England; Dresden, Filderstadt
and Stolberg, Germany; Hachioji and Tokyo, Japan; Bundang, South Korea; and Hsinchu and
Taipei Hsien, Taiwan.

Manufacturing

Our manufacturing locations are in Fort Collins, Colorado; Shenzhen, China; Stolberg,
Germany; Hachioji, Japan; and Vancouver, Washington. In 2004, we continued the realignment
of our worldwide manufacturing infrastructure, with Shenzhen, China expected to be the central
high-volume manufacturing site by the end of 2005. We announced plans to realign the Fort
Collins, Colorado and Hachioji, Japan locations to focus on service and support, new product
introduction and advanced manufacturing. We expect to complete the realignment by the end of
2005.

With the exception of our Fort Collins, Colorado and Shenzhen, China facilities, we generally
manufacture different products at each facility. Of the total number of product lines planned for
transfer to Shenzhen, China, we have completed approximately 75% of the power product
transfers from Fort Collins, Colorado and have transferred approximately 60% of mass flow
control products from Hachioji, Japan as of the end of 2004. Our manufacturing activities consist
of the assembly and testing of components and subassemblies, which are then integrated into our




final products. Once final testing of all electrical and electro-mechanical subassemblies is
completed, the final product is subjected to a series of reliability-enhancing operations prior to
shipment to our customers. We purchase a wide range of electronic, mechanical and electrical
components, some of which are designed to our specifications. We are increasingly outsourcing
more of our subassembly work.

We rely on sole and limited source suppliers for certain parts and subassemblies. This
reliance creates a potential inability to obtain an adequate supply of required components and
reduces control over pricing and delivery time of components. An inability to obtain adequate
supplies would require us to seek alternative sources of supply or might require us to redesign our
products to accommodate different components or subassemblies. We could be prevented from
the timely shipment of our products to our customers if we are forced to seek alternative sources
of supply, manufacture such components or subassemblies internally, or redesign our products.
Further, due to our customers’ strict and extensive requirements, most supplier changes require
vendor requalification, which can be time consuming and costly.

Intellectual Property

We have a practice of seeking patents on inventions governing new products or technologies
as part of our ongoing research, development and manufacturing activities. We currently hold 86
United States patents, 37 foreign-issued patents, and have over 100 patent applications pending in
the United States, Europe and Asia. Generally, our efforts to obtain international patents have
been concentrated in the United Kingdom, Germany, France and the Pacific Rim, because there
are other manufacturers and developers of power conversion and control systems in those
countries as well as customers for those systems.

Litigation may from time to time be necessary to enforce patents issued to us, to protect trade
secrets or know-how owned by us, to defend us against claimed infringement of the rights of
others or to determine the scope and validity of the proprietary rights of others. See “Cautionary
Statements — Risk Factors — We are highly dependent on our intellectual property.”

Competition

The markets we serve are highly competitive and characterized by ongoing technological
development and changing customer requirements. Significant competitive factors in our markets
include product performance, price, quality and reliability and level of customer service and
support. We believe that we currently compete effectively with respect to these factors, although
we cannot assure that we will be able to compete effectively in the future.

The markets in which we compete have seen an increase in global competition, especially
from Asian and European-based equipment vendors. We have several foreign and domestic
competitors for each of our product lines. Some of these competitors are larger and have greater
resources than we have. QOur ability to continue to compete successfully in these markets depends
on our ability to make timely introductions of system enhancements and new products. We
expect our competitors will continue to improve the design and performance of their products and
to introduce new products with competitive performance characteristics. We believe we will be
required to maintain a high level of investment in both research and development and sales and
marketing in order to remain competitive.
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Operating Segment

We operate and manage our business of manufacturing, marketing and servicing components
and subsystems for plasma-based manufacturing processes as one segment. All material
operating units qualify for aggregation under Statement of Financial Accounting Standards
(“SFAS™) No. 131, “Disclosures About Segments of an Enterprise and Related Information,”
because all of our products and systems have similar economic characteristics, procurement,
production and distribution processes. To report revenues from external customers for each
product and service or each group of similar products and services would be impracticable. Since
we operate in one segment, all financial segment information required by SFAS No. 131 is found
in the accompanying consolidated financial statements. Please refer to Note 15 Foreign
Operations and Major Customers, included in Part II, Item 8 of this Form 10-K for further
discussion regarding our operations.

Research and Development

The market for our subsystems for vacuum process systems and related accessories is
characterized by ongoing technological changes. We believe that continued and timely
development of new highly differentiated products and enhancements to existing products to
support OEM requirements is necessary for us to maintain a competitive position in the markets
we serve. Accordingly, we devote a significant portion of our personnel and financial resources
to research and development projects and seek to maintain close relationships with our customers
and other industry leaders in order to remain responsive to their product requirements. Research
and development expenses were $51.5 million.in 2004, $51.6 million in 2003 and $49.0 million
in 2002, representing 13.0% of total sales in 2004, 19.7% in 2003 and 20.5% in 2002.

Number of Employees

As of December 31, 2004, we had a total of 1,651 employees, 1,486 of whom were full-time
employees. There is no union representation of our employees, and we have never experienced
an involuntary work stoppage. We consider our employee relations to be good.

Effect of Environmental Laws

We are subject to federal, state and local environmental laws and regulations, as well as the
environmental laws and regulations of the foreign federal and local jurisdictions in which we
have manufacturing facilities. We believe we are in compliance with all such laws and
regulations.

Cautionary Statements — Risk Factors

This Form 10-K includes “forward-looking statements” within the meanings of Section 27A
of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended. All statements contained or incorporated by reference in this Form 10-K,
other than statements of historical fact, are "forward-looking statements.” For example,
statements relating to our beliefs, expectations, plans and projections are forward-looking
statements as are statements that specified actions, conditions or circumstances will continue or
change. Forward-looking statements involve risks and uncertainties. In some cases, forward-
looking statements can be identified by the inclusion of words such as “believe,” “expect,”
“plan,” “anticipate,” “estimate” and similar words.

b YY
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Some of the forward-looking statements in this Form 10-K are expectations or projections
relating to:

Our ability to refinance our convertible subordinated notes due in 2006;
Our future revenues;

Our future gross profit;

Transitioning our high-volume manufacturing to Shenzhen, China;
Transitioning to high-quality, low-cost suppliers local to our Shenzhen, China facility
(“Tier 1 Asian suppliers™);

Market acceptance of our products;

Reducing our operating breakeven point;

Customer inventory levels, requirements and order levels;

Research and development expenses; '

Selling, general and administrative expenses;

Sufficiency and availability of capital resources;

Capital expenditures;

Restructuring activities and expenses; and

General global economic conditions.

Our actual results could differ materially from those projected or assumed in our forward-
looking statements, because forward-looking statements by their nature are subject to risks and
uncertainties. Factors that could contribute to these differences or prove our forward-looking
statements, by hindsight, to be overly optimistic or unachievable include the factors described in
this section. Other factors might also contribute to the differences between our forward-looking
statements and our actual results. We assume no obligation to update any forward-looking
statement or the reasons why our actual results might differ.

We have $187.7 million of convertible subordinated notes outstanding with maturity
dates in the second half of 2006. Our current cash reserves are insufficient to repay this
debt in full. We will not be able to internally generate sufficient cash from operations to
repay this debt by the maturity dates. Depending upon the price of our stock, refinancing
our debt obligations, if possible, may result in dilution of our common shareholders equity.

We will be required to repay the notes at maturity, unless we can refinance the debt or the
noteholders convert their notes into common stock before the maturity dates. Our 5.0%
convertible subordinated notes with a principal balance of $121.5 million are due September 1,
2006, and our 5.25% convertible subordinated notes with a principal balance of $66.2 million are
due November 15, 2006. Our 5.0% notes are convertible into common stock at $29.83 per share.
Our 5.25% notes are convertible into common stock at $49.53 per share. Noteholders will be
unlikely to convert their notes unless our stock price rises above the conversion levels of the
notes. On March 24, 2005 the closing price of our common stock on the Nasdaq National Market
was $9.35 per share.

We are exploring ways to refinance the notes, as well as potential sales of assets that are not
critical to our core operations. We might not be able to refinance the notes prior to their maturity
on commercially reasonable terms, or at all. Refinancing the debt, if possible, might result in
dilution to our common stockholder’s equity. If we are unable to repay or refinance the notes at
or before maturity, the trustee of the notes will have the right to bring judicial proceedings against
us to enforce the noteholders’ rights, including the right to repayment prior and in preference to
our common stockholders and potentially the right to force us to liquidate some of our assets.
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The semiconductor, semiconductor capital equipment and flat panel display industries
are highly cyclical, which impacts our operating results.

These industries have historically been growth cyclical because of sudden changes in demand
for semiconductors, flat panel displays and the related manufacturing capacity. The rate of
changes in demand, including end demand, is accelerating, and the effect of these changes is
occurring sooner, exacerbating the volatility of these cycles. These changes affect the timing and
amount of our customers’ equipment purchases and investments in new technology, as well as
our costs and operations.

During periods of declining demand, our customers typically reduce purchases, delay
delivery of products and cancel orders. We might incur significant charges as we seek to align
our cost structure with the reduction in sales. In addition, we might not be able to respond
adequately or quickly to the declining demand. We may also be required to record significant
reserves for excess and obsolete inventory as demand for our products changes. Our inability to
reduce costs and the charges resulting from other actions taken in response to changes in demand
for our products would adversely affect our operating results.

Our quarterly and annual operating results fluctuate significantly and are difficult to
predict.

Beginning in 2001 and through late 2003, demand for our products from the semiconductor
capital equipment industry declined substantially from its peak in 2000, and we incurred
significant losses each quarter from the second quarter of 2001 through the fourth quarter of
2003. We were able to generate net income of $11.4 million in the first half of 2004 followed by
a net loss of $24.1 million in the second half of 2004. Fluctuations in our operating results
historically have resulted in corresponding changes in the market prices of our securities. Our
operating results are affected by a variety of factors, many of which are beyond our control and
difficult to predict. These factors.include:.

e Changes in economic conditions in the semiconductor, semiconductor capital
equipment and flat panel display industries and other industries in which our
customers operate;

The timing and nature of orders placed by our customers;

The seasonal variations in capital spending by our customers;

Changes in customers’ inventory management practices;

Customer cancellations of previously placed orders and shipment delays;

Pricing competition from our competitors;

Customer demands to reduice prices, enhance features, improve reliability, shorten
delivery times and extend payment terms; '

e Component shortages or allocations or other factors that change our levels of
inventory or substantially increase our spending on inventory or result in
manufacturing delays;

The introduction of new products by us or our competitors;

Declines in macroeconomic conditions;

Potential litigation especially regarding intellectual property; and

Our exposure to currency exchange rate fluctuations between the several functional
currencies in foreign locations in which we have operations.
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Our near-term profitability will be impacted by our transition of the production of
substantially all of our product lines to our manufacturing facility in Shenzhen, China,
which transition has taken longer than initially anticipated.

- We have invested significant human and financial resources to establish our manufacturing
facility in Shenzhen, China. These investments are being made in anticipation of reducing our
labor costs by increasing our workforce in China and correspondingly decreasing our workforce
in the United States.

Slower than expected customer acceptance of products manufactured in our Shenzhen
facility has required us to operate duplicate manufacturing facilities throughout 2004, which has
negatively affected our gross margin and operating expenses, including logistics costs. By the
end of 2004, we had transferred production of 19 of the 25 product lines we had planned to
transfer to the Shenzhen facility, with the remaining 6 product lines expected to be transferred by
the end of 2005. Some of our major customers have strict and extensive requirements, which
may continue to delay or prevent them from accepting the remaining 6 product lines to be
transferred to our Shenzhen facility. We will continue to experience operating inefficiencies, and
thus might not achieve profitability until we can complete the transfer of a sufficient volume of
our manufacturing to our Shenzhen facility.

We might not realize all of the intended benefits of transitioning our supply base to
Tier 1 Asian suppliers.

We anticipate purchasing a substantial portion of components for our products from Asian
suppliers by the end of 2005 to lower our materials costs and shipping expenses. These
components might require us to incur higher than anticipated testing or repairing costs, which
would have an adverse effect on our operating results. Customers, including major customers
who have strict and extensive requirements, might not accept our products if they contain these
lower-priced components. A delay or refusal by our customers to accept such products might
require us to continue to purchase higher-priced components from our existing suppliers or might
cause us to lose sales to these customers, which would have an adverse effect on our operating
results. :

Governmental or regulatory actions in China, Japan, the United States or any other
country in which we operate might increase our costs, including new costs incurred to
comply with such actions. Any such action could have an adverse effect on our operating
results.

The regulatory environments in every country in which we operate are subject to change,
and as a result new governmental or regulatory actions may be mandated, with which we may be
required to comply. We might incur higher than anticipated costs to comply with such
regulations or might be limited in the nature or amount of business that we can conduct.
Specifically, a future decision by the Chinese government to allow the Chinese yuan to float
against the U.S. dollar could significantly increase the labor and other costs incurred in the
operation of our Shenzhen facility.
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Component shortages exacerbated by our dependence on sole and limited source
suppliers could affect our ability to manufacture products and systems and could delay our
shipments. -

Our business depends on our ability to manufacture products that meet the rapidly changing
demands of our customers. Our ability to manufacture depends in part on the timely delivery of
parts, components and subassemblies from suppliers. We rely on sole and limited source
suppliers for some of our parts, components and subassemblies that are critical to the
manufacturing of our products. This reliance involves several risks, including the following:

o The potential inability to obtain an adequate supply of required parts, components or
subassemblies; ‘

e The potential for a sole source provider to cease operations;

¢ QOur potential need to fund the operating losses of a sole source provider;

¢ Reduced control over pricing and timing of delivery of parts, components or
subassemblies; and :

o The potential inability of our suppliers to develop technologically advanced products
to support our growth and development of new products. ‘

If we are unable to successfully qualify additional suppliers and manage relationships with
our existing and future suppliers, we will experience shortages of parts, components or
subassemblies, increased material costs and shipping delays for our products, which will
adversely affect our results of operations and relationships with current and prospective
customers.

We are highly dependent on our intellectual property.

Our success depends significantly on our proprietary technology. We attempt to protect our
intellectual property rights through patents and non-disclosure agreements; however, we might
not be able to protect our technology, and competitors might be able to develop similar
technology independently. In addition, the laws of some foreign countries might not afford our
intellectual property the same protections as do the laws of the United States. Our intellectual
property is not protected by patents in several countries in which we do business, and we have
limited patent protection in other countries, including China. The cost of applying for patents in
foreign countries and translating the applications into foreign languages requires us to select
carefully the inventions for which we apply for patent protection and the countries in which we
seek such protection. Generally, our efforts to obtain international patents have been
concentrated in the United Kingdom, Germany, France and the Pacific Rim, because there are
other manufacturers and developers of power conversion and control systems in those countries
as well as customers for those systems. If we are unable to protect our intellectual property
successfully, our results of operations will be adversely affected.
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Intellectual property rights are difficult to enforce in China.

Commercial law in China is relatively undeveloped compared to the commercial law in the
United States. Limited protection of intellectual property is available under Chinese law.
Consequently, manufacturing our products in China may subject us to an increased risk that
unauthorized parties may attempt to copy or otherwise obtain or use our intellectual property. We
cannot assure you that we will be able to protect our intellectual property rights effectively or
have adequate legal recourse in the event that we encounter infringements of our intellectual
property under Chinese law.

We have been and continue to be involved in patent litigation, which has resulted in
substantial costs and could result in additional costs, restrictions on our ability to sell
certain products and an inability to prevent others from using technology we have
developed.

In May 2002, a jury determined that we had infringed a patent held by MKS Instruments, Inc.
(“MKS”) by selling one of our reactive gas generators, known as our RAPID product. Following
the jury verdict, we entered into a settlement agreement with MKS, pursuant to which we paid
MKS $4.2 million and agreed to pay royalties in connection with future sales of the infringing
RAPID product.

MKS filed a patent infringement suit against us in the United States District Court in
Wilmington, Delaware, in May 2003 and a counterpart action in Germany in June 2004, alleging
that our Xstream™ With Active Matching Network™ products (“Xstream products”) infringe
patents held by MKS. Our Xstream products are reactive gas generators. In July 2004, a jury in
the U.S. litigation returned a verdict against us, finding that our Xstream products infringe three
MKS patents. A hearing regarding damages has not been held or scheduled. The court has not
enjoined us from selling our Xstream products. A decision on the infringement allegation in
Germany is expected on April 8, 2005, while an action for nullity of MKS’s German patent
remains pending.

We also have been involved in patent litigation with other parties, including Sierra Applied
Sciences and the Unaxis Corporation. In 2004, we incurred approximately $4.9 million in legal
fees in connection with patent litigation.

Further patent litigation might:

Cause us to incur substantial costs in the form of legal fees, fines and royalty payments;
Result in restrictions on our ability to sell certain products;

Result in an inability to prevent others from using technology we have developed; and
Require us to redesign products or seek alternative technologies.

Any of these events could have a significant adverse effect on our business, financial condition
and results of operations.
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A significant portion of our sales is concentrated among a few customers.

Our ten largest customers accounted for 59% of our total sales during 2004, 54% in 2003 and
53% in 2002. Our largest customer, Applied Materials, accounted for 27% of our total sales in
2004, 20% in 2003 and 27% in 2002. No other customer represented greater than 10% of our
total sales for any of the three yearly periods ended December 31, 2004. The loss of any of our
significant customers or a material reduction in any of their purchase orders would significantly
harm our business, financial condition and results of operations.

Our customers continuously exert pressure on us to reduce our prices and extend payment
terms. Given the nature of our customer base and the highly competitive markets in which we
compete, we may be required to issue price concessions to our customers to remain competitive.
A ten percent reduction in our historical selling prices could lead to a nine percent or greater
decline in gross margin. We may not be able to reduce our other operating expenses in an
amount sufficient to offset potential margin declines.

Certain of our largest customers also exert pressure on us to restrict our product distribution
including, limiting the sale of our products to certain original equipment manufacturers, based on
shared technological development, and prohibiting sales to our end user customer base entirely.
Given our size relative to certain of our largest customers, we may be required to agree to
limitations of this nature to remain competitive. Such limitations of our customer base would
significantly harm our business.

The markets in which we operate are highly competitive.

. We face substantial competition, primarily from established companies, some of which have
greater financial, marketing and technical resources than we do. We expect our competitors will
continue to develop new products in direct competition with ours, improve the design and
performance of their products and introduce new products with enhanced performance
characteristics.

To remain competitive, we must improve and expand our products and product offerings. In
addition, we may need to maintain a high level of investment in research and development and
expand our sales and marketing efforts, particularly outside of the United States. We might not
be able to make the technological advances and investments necessary to remain competitive.
Our inability to improve and expand our products and product offerings would have an adverse
affect on our sales and results of operations.

We might not be able to compete successfully in international markets or meet the
service and support needs of our international customers.

Our sales to customers outside the United States were approximately 47% in 2004, 53% in
2003 and 40% in 2002. Our success in competing in international markets is subject to our ability
to manage various risks and difficulties, including, but not limited to:

e Qur ability to develop relationships with suppliers and other Jocal businesses;

e Compliance with product safety requirements and standards that are different from
those of the United States;

¢ Variations in enforcement of intellectual property and contract rights in different
jurisdictions;
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e Trade restrictions, political instability, disruptions in financial markets and
deterioration of economic conditions;

o The ability to provide sufficient levels of technical support in different locations;

e Collecting past due accounts receivable from foreign customers; and

e Changes in tariffs, taxes and foreign currency exchange rates.

Our ability to implement our business strategies, maintain market share and compete
successfully in international markets will be compromised if we are unable to manage these and
other international risks successfully.

We must achieve design wins to retain our existing customers and to obtain new
customers. ‘ ‘

The constantly changing nature of semiconductor fabrication technology causes equipment
manufacturers to continually design new systems. We must work with these manufacturers early -
in their design cycles to modify our equipment or design new equipment to meet the requirements
of their new systems. Manufacturers typically choose one or two vendors to provide the
components for use with the early system shipments. Selection as one of these vendors is called a
design win. It is critical that we achieve these design wins in order to retain existing customers
and to obtain new customers.

Once a manufacturer chooses a component for use in a particular product, it is likely to retain
that component for the life of that product. Our sales and growth could experience material and
prolonged adverse effects if we fail to achieve design wins. However, design wins do not always
result in substantial sales or profits.

We believe that equipment manufacturers often select their suppliers based on factors such as
long-term relationships. Accordingly, we may have difficulty achieving design wins from
equipment manufacturers who are not currently customers. In addition, we must compete for
design wins for new systems and products of our existing customers, including those with whom
we have had long-term relationships. If we are not successful in achieving design wins our sales
and results of operations will be adversely impacted.

Our Chief Executive Officer has announced his intent to retire in 2005. Qur success
may depend upon our ability to identify and recruit a new chief executive officer who can
lead and manage the company.

Douglas S. Schatz, our President, Chief Executive Officer and Chairman of the Board,
notified our Board of Directors on December 30, 2004, of his intent to retire from his executive
positions as soon as his successor can be recruited. The search for Mr. Schatz’s successor
requires substantial time and attention from our Board of Directors and senior management. The
impending retirement of Mr. Schatz also creates uncertainty among our employees, including
senior management. If we are unable to identify and recruit an appropriate successor for Mr.
Schatz or if we are unable to retain our senior management team during the process, our ability to
realize fully the benefits of our investments in research and development, our Shenzhen facility
and other business plans may be at risk.
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Warranty costs on certain products may be in excess of historical experience.

In recent years, we have experienced higher than expected levels of warranty costs on some
products. We have been required to repair, rework and, in some cases, replace these products.
Our warranty costs generally increase when we introduce newer, more complex products. We
recorded warranty expense of approximately $10.5 million in 2004, $8.1 million in 2003 and
$13.2 million in 2002. These expenses represented approximately 2.6% of our sales in 2004,
3.1% in 2003 and 5.5% in 2002. If such levels of warranty costs increase in the future, our
financial condition and results of operations will be adversely affected.

We are subject to numerous governmental regulations.

We are subject to federal, state, local and foreign regulations, including environmental
regulations and regulations relating to the design and operation of our products and control
systems. We might incur significant costs as we seek to ensure that our products meet safety and
emissions standards, many of which vary across the states and countries in which our products are
used. In the past, we have invested significant resources to redesign our products to comply with
these directives. We believe we are in compliance with current applicable regulations, directives
and standards and have obtained all necessary permits, approvals and authorizations to conduct
our business. However, compliance with future regulations, directives and standards could
require us to modify or redesign some products, make capital expenditures or incur substantial
costs. If we do not comply with current or future regulations, directives and standards:

e  We could be subject to fines;
¢ Our production could be suspended; or
e We could be prohibited from offering particular products in specified markets.

Our inability to comply with current or future regulations, directives and standards will
adversely affect our operating results.

Our Chief Executive Officer owns a significant percentage of our outstanding common
stock, which could enable him to control our business and affairs.

Douglas S. Schatz, our Chief Executive Officer, owned approximately 33% of our common
stock outstanding as of March 24, 2005. This stockholding gives Mr. Schatz significant voting
power. Depending on the number of shares that abstain or otherwise are not voted on a particular
matter, Mr. Schatz may be able to elect all of the members of our board of directors and to control
our business affairs for the foreseeable future in a manner with which our other stockholders may
not agree.
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EXECUTIVE OFFICERS OF THE REGISTRANT

Our executive officers, their positions and their ages as of March 24, 2005, are as follows:

Name Age Position

Douglas S. Schatz 59 Chairman of the Board, President and Chief
Executive Officer

Michael El-Hillow 33 Executive Vice President of Finance and
Administration and Chief Financial Officer

Linda A. Capuano 53 Executive Vice President and Chief Technology
Officer

Charles S. Rhoades 44 Executive Vice President, Products and
Operations

James G. Guilmart 50 Senior Vice President of Sales

Douglas S. Schatz is a co-founder and has been our Chief Executive Officer and Chairman
of the Board since our incorporation in 1981. From our incorporation to July 1999, Mr. Schatz
also served as our President. In March 2001, Mr. Schatz was reappointed as President. Mr.
Schatz also serves as a Director of Advanced Power Technology, Inc., a manufacturer of power
semiconductors. Mr. Schatz is a member of the CEO Committee of the Mountain States Council
of the American Electronics Association and serves on the Engineering Advisory Board of
Colorado State University.

Michael El-Hillow joined us in November 2001 as Senior Vice President of Finance and
Administration and Chief Financial Officer; in February 2003 he was named Executive Vice
President. From April 1997 to July 2001, Mr. El-Hillow was Senior Vice President and Chief
Financial Officer of Helix Technology Corporation, a manufacturer of vacuum products for
semiconductors, flat panel display and data storage markets. He was Senior Vice President and
Chief Financial Officer of Spike Broadband Systems, Inc. from July 2061 to October 2001. Prior
to his roles at Helix Technology Corporation, he was Vice President, Finance, Treasurer and
Chief Financial Officer at A.T. Cross Company and an audit partner at Ernst & Young LLP. Mr.
El-Hillow serves on the Board of Directors of Evergreen Solar, Inc., a manufacturer of solar
panels and related products.

Linda A. Capuano serves as Executive Vice President and Chief Technology Officer. Prior
to joining us in October 2004, Dr. Capuano served in various capacities at Honeywell (formerly
AlliedSignal, Inc.) since July 1995. Most recently, she was Corporate Vice President of
Technology Strategy at Honeywell International, Inc. since September 2001; her previous roles
spanned marketing, technology innovation, new business development, and general business
management. She also served as Vice President of Operations and Business Development from
June 1988 to July 1995 and as Chief Financial Officer from 1992 to 1994, at Conductus, Inc., a
company which she co-founded. Dr. Capuano is also an associate member of the National
Academy of Sciences.

Charles S. Rhoades joined us in September 2002 as Senior Vice President and General
Manager of Control Systems and Instrumentation; in November 2004 he was named Executive
Vice President of Products and Operations. From March 2000 to September 2002, Mr. Rhoades
was Vice President, Corporate Development at Portera Systems. Prior to Portera Systems, he was
Managing Director of Product Development at Lam Research.

James G. Guilmart joined us in September 1999 as Director of Applied Materials Account
Team and was named Senior Vice President of Sales in October 2000. From October 1998 to
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August 1999, he was Senior Vice President, SAP Business Unit at Siemens Information and
Communications Products, LLC. Prior to Siemens, he was Vice President, Business
Implementation at Unisys Corporation.

ITEM 2. PROPERTIES

Information concerning our principal properties at December 31, 2004 is set forth below.

Location Type Principal Use Sq. Footage Ownership
San Jose, CA Office Distribution 20,000 Leased
Fort Collins, CO Office, plant Headquarters, 248,000 Leased

Research and development,
Manufacturing, Distribution

Austin, TX Office Distribution 8,000 Leased
Dallas, TX Office Distribution ! 2,000 Leased
Vancouver, WA Office, plant Research and development, 20,000 Leased
Manufacturing, Distribution
Shanghai, China Office Distribution 8,000 Leased
Shenzhen, China Office, plant Manufacturing, Distribution 100,000 Leased
Bicester, England Office Distribution 1,000 Leased
Dresden, Germany Office Distribution 2,000 Leased
Filderstadt, Germany Office Distribution 9,000 Leased
Stolberg, Germany Office, plant Research and development, 17,0600 Leased
Manufacturing, Distribution
Hachioji, Japan Office, plant Research and development, 46,000 Owned (1)
Manufacturing, Distribution
Tokyo, Japan Office Distribution 4,000 Leased
Bundang, South Korea Office Distribution 14,000 Owned (2)
Hsinchu, Taiwan Office Distribution 9,000 Leased
Taipei Hsien, Taiwan Office Distribution 13,000 Leased

(1) The Company owns this facility which serves as collateral for senior borrowings of approximately $6.0 million as of
December 31, 2004, maturing serially through April 2010.

(2) The Company owns this facility and has a mortgage note payable of approximately $1.7 million outstanding as of
December 31, 2004, due in 2007, which is collateralized by the building.

During 2005, we expect to reduce the square footage of our Fort Collins, Colorado facility by
approximately 15% -~ 20%. We consider all of the above facilities suitable and adequate to meet
our production and office space needs for the foreseeable future.

In 2004, we closed the following facilities:

Location Type Principal Use Sq. Footage Ownership

Campbell, CA Office Research and development 14,000 Leased

Longment, CO Office Distribution 4,000 Leased

Voorhees, NJ Office, plant Research and development, 78,000 Leased
Manufacturing, Distribution

Beaverton, OR Office Distribution 3,000 Leased

Bundang, South Korea Office Distribution 4,000 Leased

21




ITEM 3. LEGAL PROCEEDINGS

On May 14, 2003, MKS Instruments, Inc. (“MKS”) filed a patent infringement suit against us
in the United States District Court in Wilmington, Delaware, alleging that our Xstream™ With
Active Matching Network™ products (“Xstream products”) infringe patents held by MKS. On
July 23, 2004, a jury returned a verdict against us, finding that our Xstream products infringe
three MKS patents. A hearing regarding damages has not been held or scheduled, nor has the
court enjoined us from selling our Xstream products.

On June 2, 2004, as a counterpart to the Delaware litigation described above, MKS filed a
petition in the District Court in Munich, Germany, alleging infringement by our Xstream products
of a German patent owned by MKS, which is a counterpart patent to one of the patents subject to
the Delaware litigation. On August 4, 2004, the German court dismissed MKS’s petition and
assessed costs of the proceeding against MKS. MKS has refiled an infringement petition in the
district court of Mannheim. A decision on the infringement allegation is expected on April 8,
2005, while an action for nullity of MKS’s German patent remains pending.

On July 12, 2004, we filed a complaint in the United States District Court for the District of
Delaware against MKS alleging that MKS’s Astron reactive gas source products infringe our U.S.
Patent No. 6,046,546. A stipulation of voluntary dismissal was filed by the parties on March 9,
2005, which leaves us free to refile our claims upon conclusion of MKS’s lawsuit against our
Xstream products.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS
None.
PART II

ITEM S. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED
STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock trades on the Nasdaq National Market under the symbol “AEIS.” At
March 24, 2005, the number of common stockholders of record was 820, and the closing sale
price on that day was $9.35 per share.

The table below shows the range of high and low closing sale prices for the common stock as
quoted (without retail markup or markdown and without commissions) on the Nasdaq National
Market; quotations do not necessarily represent actual transactions:

2004 2003
High Low High Low
First Quarter $28.19 $19.13 $17.43 $7.91
Second Quarter $23.07 $12.83 $16.83 $7.37
Third Quarter $15.32 $8.78 $24.65 $13.56
Fourth Quarter $10.97 $7.92 $29.99 $18.66




We have not declared or paid any cash dividends on our capital stock since we terminated our
election to be treated as an S-corporation for tax purposes, effective January 1, 1994. We
currently intend to retain all future earnings to finance our business and do not anticipate paying
cash or other dividends on our common stock in the foreseeable future. Furthermore, our
revolving credit facility prohibits the declaration or payment of any cash dividends on our
common stock.

ITEM 6. SELECTED FINANCIAL DATA

The information below is not necessarily indicative of results of future operations and should
be read in conjunction with Item 7, “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” of Part II of this Form 10-K in order to fully understand
factors that may affect the comparability of the information presented below.

The selected consolidated statement of operations data for the year ended December 31,
2004, and the related consolidated balance sheet data as of December 31, 2004, was derived from
the consolidated financial statements audited by Grant Thornton LLP, Independent Registered
Public Accounting Firm. The selected consolidated statement of operations data for the years
ended December 31, 2003 and 2002, and the related consolidated balance sheet data as of
December 31, 2003, were derived from consolidated financial statements audited by KPMG LLP,
Independent Registered Public Accounting Firm. The related audit reports are included in this
Form 10-K, within Part'II, Item 8, “Financial Statements and Supplementary Data.” The selected

consolidated statement of operations data for the years ended December 31, 2001 and 2000, and
the consolidated balance sheet data as of December 31, 2002, 2001 and 2000, were derived from
audited consolidated financial statements not included in this Form 10-K.

(In thousands, except per share data)

Years Ended December 31,

2004 2003 2002 2001 2000
Statement of Operations Data:
Sales $395,305 - $262,402 $238,898 $193,600 $359,782
Gross profit 119,679 87,947 68,760 57,432 176,453
Total operating expenseé 121,223 111,079 130,745 104,319 91,253
(Loss) income from operations - (1,544) (23,132) (61,985) (46,887) 85,200
Net (loss) income $(12,747) $(44.241) $ (41,399 $ (31,379) 5 68,034
Diluted (loss) earnings per share $ (0.39) $ (1.37) $ (1.29) $ (0.99) $ 210
Diluted wei ghted-average common
shares outstanding 32,649 32,271 32,026 31,712 32,425

December 31,

Balance Sheet Data: 2004 2003 2002 2001 2000
Cash, cash equivalents and marketable
securities $107,982 $134,892 $172,347 $271,978 $189,527
Working capital 206,915 205,835 247,942 349,608 277,154
Total assets 395,975 414,731 455,733 450,195 365,835
Total debt 195,408 201,651 212,220 207,724 83,927
Stockholders’ equity 144,978 151,834 183,339 214,345 238,798
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The following discussion contains, in addition to historical information, forward-looking
statements, within the meaning of Section 27A of the Securities Act of 1933, as amended, and
Section 21E of the Securities Exchange Act of 1934, as amended. Statements that are other than
historical information are forward-looking statements. For example, statements relating to our
beliefs, expectations, plans and projections are forward-looking statements, as are statements that
certain actions, conditions or circumstances will continue or change. Forward-looking statements
involve risks and uncertainties. Consequently, our actual results may differ materially from the
results discussed in the forward-looking statements. Factors that could cause or contribute to
such differences or prove any forward-looking statements, by hindsight to be overly optimistic or
unachievable, include, but are not limited to, the following:

¢  Ability to refinance our convertible subordinated notes payable due in 2006;

e Changes or slowdowns in general economic conditions or conditions in the
semiconductor, semiconductor capital equipment and flat panel display industries and
other industries in which our customers operate;

e Acceptance by our customers of products manufactured or planned to be
manufactured at our China-based manufacturing facility;

e  Ability to transition a substantial portion of our materials purchases to high-quality,
low-cost suppliers local to our Shenzhen, China facility (“Tier 1 Asian suppliers”);

¢ Timing and nature of orders placed by our customers, including their product

acceptance criteria;

Future warranty costs in excess of anticipated levels;

Periodic charges for excess and obsolete inventory;

Pricing competition from our competitors;

Lower average selling prices than anticipated;

Costs incurred and judgments resulting from patent or other litigation;

Component shortages or allocations or other factors that change our levels of

inventory or substantially increase our spending on inventory;

The introduction of new products by us or our competitors;

o Changes in our customers’ inventory management practices; and

» Customer cancellations of previously placed orders and shipment delays.

For a discussion of these and other factors that may impact our realization of our forward-
looking statements, see “Cautionary Statements — Risk Factors” within Item 1 of Part I of this
Form 10-K.

Executive Summary

We focused substantial attention in 2004 on reducing costs, by making significant progress in
our transition of high-volume manufacturing from our Fort Collins, Colorado facility to our
Shenzhen, China facility, methodically addressing our inventory and materials costs, and bringing
greater discipline to our product life-cycle program. By the end of 2004, we had transitioned to
our Shenzhen facility production of 19 of the 25 product lines we currently plan to transition. We
expect to transfer the remaining 6 product lines by the end of 2005. Also by the end of 2004, we
had selected Tier 1 Asian suppliers for a substantial portion of the parts and components
anticipated to be used in the production of these 25 product lines. During the transition of the
product lines to our Shenzhen facility, we have been incurring significant operating and logistics
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costs as a result of duplicate manufacturing facilities in Shenzhen and Fort Collins, which has
placed significant downward pressure on our gross margin. As the transition of production
progresses, in addition to our realizing significantly lower labor and other costs at the Shenzhen
facility compared to our Fort Collins facility, the need for the inefficient duplicate manufacturing
and related costs should decline.

Our net loss for 2004 was $12.7 million, compared to a net loss of $44.2 million in 2003 and
$41.4 million in 2002. The improvement was principally due to the higher sales base. Our sales
in 2004 were $395.3 million, a 51% increase over sales in 2003, and our sales in 2003 reflected
. an increase of 10% over sales in 2002. Our increasing sales from 2003 to 2004 principally reflect
recovery from the 2002-2003 downturns in the semiconductor, semiconductor capital equipment,
and flat panel display industries. Our sales in the second half of 2004, however, were 15% lower
than our sales in the first half of 2004, due to decreasing sales to our semiconductor OEM
customers, offset by continued growth in the flat panel display and other advanced thin film
markets such as industrial coatings. We believe the decline in our sales to our semiconductor
OEM customers reflects an industry slowdown.

Our gross margin remained low in 2004. We expect gross margin to improve as the
transition of high-volume manufacturing to our Shenzhen facility and move to Tier 1 Asian
suppliers progress. We also expect the operational changes we have effected, particularly in our
pricing, procurement and product life-cycle management programs, to positively impact our gross
margin beginning in 2005.

“Results of Operations

The following table summarizes certain data as a percentage of sales extracted from our
consolidated statements of operations:

Years Ended December 31,

2004 2003 2002

SAIES .ottt e 100.0% 100.0% 100.0%
Cost of sales .... 69.7 66.5 712
GIOSS PIOfIL. v cvereei e rteeri e e s easas e e 303 335 28.8
Operating expenses:

Research and development.........covecneciiiivienvnvecninnnncnes 13.0 19.7 20.5

Selling, general and administrative..... 15.8 20.6 27.9

Litigation damages.........c.cccceververerecnns -- -- 1.7

Restructuring charges.........cc.ocovnnn 1.0 1.6 38

Impairment of intangible assets ..... _09 _04 _08
Total operating eXpenses............c...... 307 423 547
Loss from operations........ 0.4) (8.8) (25.9)
Other expense........coeinnennnne (1.8) (3.6) 0.7
Net loss before income taxes ................ . 2.2) (12.4) (26.6)
(Provision) benefit for income taxes..... . (1.0 (4.5) 9.3
NEEIOSS oo e 3.2Y% (16.9Y% (17.3)%
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SALES

The following tables summarize annual net sales, and percentages of net sales, by customer
type for each of the three years in the period ended December 31, 2004:

Years Ended December 31,

2004 2003 2002
{(1n thousands)
Semiconductor capital eqUIPIMENL.......ccoccorrerirerrenineenreirnre s erreeeereceresesresensbores $238,728 $155,153 $163,108
© Data StOrage....cooceeriermreirueenieieericnenes 29,229 26,397 13,570
Flat panel display 56,304 28,953 19,826
Advanced product applications..: 71,044 51.899 42,394

$395.305 $262,402 $238.898

Years Ended December 31,

: 2004 2003 2002
Semiconductor capital EQUIPMENL..........ccrecremrermciree s seercansesrecereresenens 60% 55% 68%
Data StOrage......ovcvvevvevmriniiinivenieiinins 8 10 6
Flat panel display ......coccooovviiinicrennnes 14 11 8
Advanced product applications 1 20 18

100% 100% 100%

The following tables summarize annual net sales, and percentages of net sales, by geographic
region for each of the three years in the period ended December 31, 2004. The following
amounts do not contemplate where our customers may subsequently transfer our‘pljoducts.

"Years Ended December 31,

2004 2003 2002
(In thousands)
United States and Canada $208,002 $124,185 $143,698
Europe ..c.cccevvens 59,552 48,185 32,791
ASia e, 126,862 88,919 61,327
Rest of world 889 1,113 1,082
$395,305 $262,402 $238,898
Years Ended December 31,
2004 2003 2002
53% 47% 60%
15 19 14
32 34 26
100% 100% 100%

Total sales were $395.3 million in 2004, $262.4 million in 2003 and $238.9 million in 2002,
representing an increase of 10% from 2002 to 2003 and 51% from 2003 to 2004. This growth is
due primarily to recovery from downturns in the semiconductor and semiconductor capital
equipment industries, and continued growth of the flat panel display industry. In 2004, the
industry upturns were most notable in the first half of the year. Sales in the second half of 2004
decreased 15% from the first half, as the semiconductor capital equipment industry appears to be
entering a slowdown. Looking forward, we expect that this slowdown will continue in the near
term.

Our sales to the semiconductor capital equipment industry declined by approximately 5%
from 2002 to 2003 and increased by approximately 54% from 2003 to 2004, due primarily to the
cyclicality of this industry.

Our sales to the data storage, flat panel display and advanced product applications markets,
have been steadily increasing each year from 2001 through 2004. This growth is primarily
attributed to market share gains, order trends and the general expansion of end customer products
including large flat panel displays, liquid crystal displays, DVD applications and applications
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dependent upon industrial coatings. Flat panel display sales have grown most notably, with an
increase of 46% from 2002 to 2003 and 94% from 2003 to 2004. The 94% increase from 2003 to
2004 was primarily driven by sales of our new Summit™ DC power system to OEM customers
building PVD tools for Generation 6 and Generation 7 panel sizes.

Certain of our major customers require shipping terms of FOB destination point. When the
majority of our shipments were made from Fort Collins the one-day shipping time in the United
States resulted in minimal delay of revenue recognition from time of shipment. Given the volume
of shipments coming from China to the United States, beginning in 2005, we will be delaying the
recognition of revenue for these shipments by five to seven days on sales to these certain major
customers.

The impact of the acquisitions of Aera Japan, Ltd. (“Aera”) and Dressler HF Technik GmbH
(“Dressler”) on the 2002 sales level was minimal and would not impact the sales growth
percentage from 2002 to 2003, as a vast majority of the 2002 sales of these entities were included
in the consolidated operating results.

GROSS MARGIN

Our gross margin was 30.3% in 2004, 33.5% in 2003 and 28.8% in 2002. Our gross margins
during these years have been adversely affected principally by the following factors:

e The lower sales base caused in large part by the severe downturn in the semiconductor
equipment industry during 2002 and most of 2003, resulted in lower absorption of our
fixed costs; ’

e Lower average selling prices than anticipated,

e During our transition of high-volume manufacturing to Shenzhen, China beginning in
2003, we have been required to operate manufacturing facilities in both Shenzhen and
Fort Collins to produce the same products, which has required duplicate management,
procurement and engineering teams, as well as facilities costs, and the transition has
taken longer than initially anticipated;

s Increased shipping and related costs in 2003 and 2004 for products manufactured in our
Shenzhen facility;

o High demand for two product groups with margins lower than our corporate average;

¢ Charges for excess and obsolete inventory were approximately $11.3 million in 2004,
$3.0 million in 2003 and $5.8 million in 2002; and

e Warranty costs, particularly with respect to the introduction of new products, were
approximately $10.5 million in 2004, $8.1 million in 2003, and $13.2 million in 2002.

The improvement in gross margin from 2002 to 2003 was primarily due to cost reduction
measures and improved absorption of overhead due to the higher sales base.

The decline in gross margin from 2003 to 2004 was primarily due to: lower average selling
prices than anticipated; increasing manufacturing costs at the Shenzhen facility as production of
more product lines were transferred and customers began accepting products from such facility,
without equivalent decreases in manufacturing and facilities costs at our Fort Collins facility
(impact of approximately 200 — 300 basis points); high demand during 2004 for product lines
with relatively low margins; and excess and obsolete inventory charges during the fourth quarter
of 2004 resulting from changes in our product life-cycle management program, discontinuance of
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certain products in select markets, the product mix shift from 200mm wafers to 300mm wafers
and the expected continued slowdown in the semiconductor industry in the near term.

We have taken measures to bring greater discipline-to our pricing, procurement and
product life-cycle management programs. We expect gross margin to improve as the transition of
high-volume manufacturing to our Shenzhen facility and move to T1er 1 Asian suppliers progress,
resulting in lower labor and materials costs,

However, factors that could cause our gross margins to be negatwely 1mpacted in 2005 and
beyond include, but are not limited to the following:

o Decrease in average selling prices;

e Costs associated with the continued transition of our high-volume manufacturing to
our new China facility, including costs incurred to operate duplicate manufacturing
facilities and increased shipping and related costs;

o Unanticipated costs to comply with our customers’ strict and extensive requirements,
especially related to our China transition and move to Tier 1 Asian suppliers;

e Cost reduction programs initiated by semiconductor manufacturers and
semiconductor capital equipment manufacturers that negatively impact our average
selling price; '

e Warranty costs in excess of historical rates and our expectations;

e Increased levels of excess and obsolete inventory, either due to market conditions,
the introduction of new products by our competitors, or our decision to discontinue
certain product lines; and

¢ Changes in foreign currency exchange rates that might affect our costs.

RESEARCH AND DEVELOPMENT

The market for our subsystems for vacuum process systems and related accessories is
characterized by ongoing technological changes. We believe that continued and timely
development of new highly differentiated products and enhancements to existing products to
support OEM requirements is necessary for us to maintain a competitive position in the markets
we serve. Accordingly, we devote a significant portion of our personnel and financial resources
to research and development projects and seek to maintain close relationships with our customers
and other industry leaders in order to remain responsive to their product requirements. We
believe that the continued investment in research and development and ongoing development of
new products are essential to the expansion of our markets, and expect to continue to make
significant investments in research and development activities. Since our inception, all of our
research and development costs have been expensed as incurred.

Our research and development expenses were $51.5 million in 2004, $51.6 million in 2003
and $49.0 million in 2002. As a percentage of sales, research and development expenses
decreased from 20.5% in 2002 to 19.7% in 2003 and to 13.0% in 2004, due primarily to the
higher sales base. The 5.4% increase in research and development expenses from 2002 to 2003
was primarily due to increases in payroll and depreciation of equipment used for new product
development. We expect our 2005 research and development expenses to decrease from 2004 in
dollar terms, primarily due to less engineering support needed in connection with our transition of
high-volume product manufacturing to China and a refocusing of our efforts on the critical
platforms that we expect to need-in the next few years.
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SELLING, GENERAL AND ADMINISTRATIVE

Our selling expenses support domestic and international sales and marketing activities that
include personnel, trade shows, advertising, and other selling and marketing activities. We
constantly monitor our sales and marketing levels to meet current industry conditions. Our
general and administrative expenses support our worldwide corporate, legal, patent, tax, financial,
corporate governance, administrative, information systems and human resource functions in
addition to our general management.

Selling, general and administrative (“SG&A”) expenses were $62.4 million in 2004, $54.0
million in 2003 and $66.6 million in 2002. As a percentage of sales, SG&A expenses decreased
from 27.9% in 2002 to 20.6% in 2003 and to 15.8% in 2004 due to the increasing sales base and
our cost reduction measures, including the closures of certain locations in each year. Partially
offsetting the decrease as a percentage of sales from 2003 to 2004, is an increase in seiling
expense in 2004 of $3.8 million due to a change in accounting estimate related to our
demonstration equipment. During the fourth quarter, as a result of the continuing process of
obtaining and analyzing historical data and our plan for use of the current and future
demonstration equipment, we made a change in the estimated useful life of the demonstration
equipment. As a result of this change in estimate, the net book value of demonstration equipment
was written-off to SG&A expense, and going forward, rather than amortizing this equipment to
SG&A expense over two years, the expense will be recorded as the demonstration equipment is
placed into service at our customers’ or potential customers’ location. We do not expect this
change to have a material impact on our operating results going forward.

Patent litigation expenses from 2002 through 2004 have comprised a portion of our SG&A
expenses. In addition to litigation damages paid to MKS as described below, we have recorded
legal fees and expenses related to litigation with MKS and others of approximately 2% to 8% of
our total SG&A expenses for each of the three years in the period ended December 31, 2004.

LITIGATION DAMAGES

During 2002, we recorded a charge of $4.2 million pertaining to damages awarded by a jury
in a patent infringement case in which we were the defendant. The Applied Science and
Technology, or ASTeX, division of MKS Instruments, Inc. (“MKS”) was the plaintiff in the case,
which was tried in a Delaware court. Sales of the product in question have accounted for less
than five percent of our total sales each year since the product’s introduction. We entered into a
settlement agreement with MKS allowing us to sell the infringing product to one of our customers
subsequent to the date of the jury award. Under the settlement agreement, royalties payable to
MKS from sales of the infringing product were not material in 2004 and 2003.

RESTRUCTURING CHARGES

We recorded restructuring charges totaling $9.1 million in 2002, primarily associated with
changes in operations designed to reduce redundancies and better align our mass flow controller
business acquired in January 2002 within our operating framework. Our restructuring plans and
associated costs consisted of $6.0 million to close and consolidate certain manufacturing
facilities, and $3.1 million for related headcount reductions of approximately 223 employees.

At the end of 2002, we announced major changes in our operations to occur through 2003.

These included establishing the manufacturing location in China; consolidating worldwide sales
forces; a move to Tier 1 Asian suppliers; and the intention to close or sell certain facilities.
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Associated with the above plan, we recognized restructuring charges of approximately $4.3
million during 2003. These charges consisted of the recognition of expense for involuntary
employee termination benefits for 109 employees in our United States operations; voluntary
employee termination benefits, primarily in our Japanese operations for 36 employees; and asset
impairments incurred as a result of closing our Longmont, CO manufacturing facilities.

During 2004, in conjunction with our continuing progress in transitioning our high-volume
manufacturing to Shenzhen, China, we recorded $3.9 million of restructuring charges, primarily
attributable to employee severance and termination costs for 262 employees in the Fort Collins
facility. These headcount reductions will be offset, in part, by new hires in the Shenzhen, China
facility. Additional restructuring charges approximating $2.0 million are expected in the first half
of 2003, related to employee severance and termination costs incurred for approximately 70
employees in the Hajiochi, Japan facility, as manufacturing from this facility is also being
transferred to Shenzhen, China.

GOODWILL AND OTHER INTANGIBLE ASSET IMPAIRMENTS

Whenever events or circumstances indicate that the carrying value of our goodwill or other
intangible assets may not be recoverable, we perform tests for impairment of these assets and
record impairment charges, as necessary. Such events or circumstances include downturns or
anticipated downturns in the industries in which we serve, changes in customer technology
requirements, and other changes in circumstances affecting the underlying value of the recorded
asset. We recorded impairment charges of our amortizable intangible assets of $3.3 million in
2004, $1.2 million in 2003 and $1.9 million in 2002.

OTHER INCOME (EXPENSE)

Other income (expense) consists primarily of interest income and expense, foreign exchange
gains and losses and other miscellaneous gains, losses, income and expense items.

Interest income was approximately $1.7 million in 2004 and 2003 and $3.3 million in 2002.
The decline in interest income from 2002 to 2003 was due to our lower level of investment in
marketable securities and the overall lower rate of interest paid on our investments which resulted
from the Federal Reserve lowering interest rates during the period. The average rate of return on
our marketable securities decreased from 2.0% in 2002 to 1.8% in 2003. During 2003, we sold
approximately $10.1 million of marketable securities to fund our operations, capital expenditures
and payments on our senior borrowings. From 2003 to 2004, the decrease in our level of
investment in marketable securities was offset by increased rates of return. The rate of return on
our marketable securities increased from an average of 1.8% in 2003 to 2.2% in 2004. During
2004, we sold approximately $25.0 million of marketable securities to fund our operations,
capital expenditures and payments on our senior borrowings.

Interest expense consists principally of interest on our convertible subordinated notes,
amortization of our deferred offering costs on these notes, and bank loans and capital leases
assumed in the acquisition of Aera in January 2002. Interest expense was approximately $11.0
million in 2004, $11.3 million in 2003 and $12.5 million in 2002. Interest expense decreased
from 2002 to 2003 due to the repurchase of approximately $15.4 million of our 5.25% convertible
subordinated notes and $3.5 million of our 5.00% convertible subordinated notes in the fourth
quarter of 2002 and due to the repayment of approximately $12.8 million of senior borrowings
and capital lease obligations during 2003. Interest expense decreased from 2003 to 2004 due to
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the repayment of approximately $8.6 million of senior borrowings and capital leases during 2004,
offset in part by a new borrowing of approximately $1.6 million.

Qur foreign subsidiaries’ sales are primarily denominated in currencies other than the U.S.
dollar. We recorded net foreign currency gains of $1.0 million in 2004, $869,000 in 2003 and
$5.3 million in 2002,

Our foreign currency gain in 2002 was primarily related to an intercompany loan of Japanese
yen, which was settled in January 2003 that we made to our wholly owned subsidiary Advanced
Energy Japan K K., which has a functional currency of yen, for the purpose of effecting the
acquisition of Aera. The loan was transacted in the first quarter of 2002, for approximately 5.7
billion yen, approximately $44.0 million based upon an exchange rate of 130:1. During the first
half of that year, the U.S. dollar weakened significantly against the yen to approximately 119:1,
resulting in a gain of $4.9 million. In July and September 2002, we entered into various foreign
currency forward contracts with our primary banks to mitigate the effects of potential future
currency fluctuations between the U.S. dollar and the yen until the associated intercompany
obligations were settled.

In the fourth quarter of 2002, we repurchased approximately $15.4 million of our 5.25%
convertible subordinated notes and $3.5 million of our 5.00% convertible subordinated notes in
the open market at an aggregate cost of approximately $14.5 million. These purchases resulted in
a gain of $4.2 million.

Net miscellaneous income of $1.0 million was recorded in 2004, primarily due to the gain on
sale of marketable equity securities of $703,000 and the sale of our Noah chiller business for a
gain of $404,000. Net miscellaneous expense items were $644,000 in 2003 and $2.1 million in
2002. Net miscellaneous expense in 2003 and 2002 was primarily related to the impairment of a
marketable equity security. During the fourth quarter of 2002, the fair value of this security
continued a substantial decline, and we determined the decline was other than temporary as
defined by the Financial Accounting Standards Board. As a result we recorded an impairment
charge of approximately $1.5 million. In the first quarter of 2003, this security continued to
decline in value, and we recorded an additional impairment charge of $175,000. Since the first
quarter of 2003, the value of this security has appreciated; however the increase in the fair value
of this security will not be reflected in income until the security is sold.

(PROVISION) BENEFIT FOR INCOME TAXES

We account for income taxes in accordance with Statement of Financial Accounting Standard
(“SFAS”) No. 109, “Accounting for [ncome Taxes.” SFAS No. 109 requires deferred tax assets
and liabilities to be recognized for temporary differences between the tax basis and financial
reporting basis of assets and liabilities, computed at current tax rates, as well as for the expected
tax benefit of net operating loss and tax credit carryforwards. During 2003, we recorded
valuation allowances against certain of our United States and foreign net deferred tax assets in
jurisdictions where we have incurred significant losses in 2001, 2002 and 2003. Given such
experience, management could not conclude that it was more likely than not that these net
deferred tax assets would be realized. Accordingly, our management, in accordance with SFAS
No. 109, in evaluating the recoverability of these net deferred tax assets, was required to place
greater weight on our historical results as compared to projections regarding future taxable
income.
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If we generate future taxable income, or should we be able to conclude that sufficient taxable
income is reasonably assured based on profitable operations, in the appropriate tax jurisdictions,
against which these tax attributes may be applied, some portion or all of the valuation allowance
will be reversed and a corresponding reduction in income tax expense will be reported in future
periods. A portion of the valuation allowance relates to the benefit from stock-based
compensation. Any reversal of valuation allowance from this item will be reflected as a
component of stockholders’ equity.

The income tax provision of $3.9 million for 2004 represented an effective tax rate of
negative 45% and the income tax provision of $11.8 million for 2003 represented an effective tax
rate of negative 36%, due to taxable income earned in certain foreign jurisdictions. The income
tax benefit of $22.3 million for 2002 represented an effective tax rate of 35%.

When recording acquisitions, we have recorded valuation allowances due to the uncertainty
related to the realization of certain deferred tax assets existing at the acquisition dates. The
amount of deferred tax assets considered realizable is subject to adjustment in future periods if
estimates of future taxable income are changed. Reversals of valuation allowances recorded in
purchase accounting will be reflected as a reduction of goodwill in the period of reversal. For the
year ended December 31, 2004, valuation allowances established in purchase accounting were
reversed with a corresponding reduction in goodwill of approximately $3.3 million.

Quarterly Results of Operations

The following tables present unaudited quarterly results in dollars and as a percentage of
sales for each of the eight quarters in the period ended December 31, 2004. We believe that all
necessary adjustments have been included in the amounts stated below to present fairly such
quarterly information. Due to the volatility of the industries in which our customers operate the
operating results for any quarter are not necessarily indicative of results for any subsequent
period.

Quarters Ended

Mar. 31, June 30, Sept. 30, Dec. 31, Mar. 31, June 30, Sept. 30, Dec. 31,
2003 2003 2003 2003 2004 2004 2004 2004
(In thousands, except per share data)
SALES..eeviereerreerter e e $56,158 $62,946 $ 68,567 $74,731 $104,487  $108,869 $ 93,550 88,399
Gross profit.......cccerecrnercnnrcenne . 17,950 20,273 23,093 26,631 38,414 36,962 29,740 14,563
(Loss) income from operations .. (10,885)  (6,825) (5,741) 319 9,810 8,754 1,855  (21,963)
Other expense......cccocvrvcereimreiennas (2,750)  (2,340) (2,261) (1,957) (1,155) (2,417) (1,994) (1,690)
Net (1055) INCOME ....ovevvvcvveennnnn $(8,590) $(5,774) $(27,438) 32,439 $ 6924 $ 4470

34,1360 $(23,005)
$ (027) $018) § (085 3 .(008) § 021 § 013 3.(003) § (0.70)

Quarters Ended

Diluted (loss) earnings per share

Mar. 31, June 30, Sept. 30, Dec. 31, Mar. 31, June 30, Sept. 30, Dec. 31,
2003 2003 2003 2003 2004 2004 2004 2004

Percentage of Sales:
Sales............ . 100.0%  100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Gross margin.......coovecercennenens 32.0 32.2 33.7 35.6 36.8 34.0 31.8 16.5
(Loss) income from operations... (19.4) (10.8) (8.4) 0.4 9.4 8.0 2.0 (24.8)
Other eXpense......ooccvveeeecnnenn (4.9) 3.7 (3.3) (2.6) (1.1) 2.2) 2.1 (1.9
Net (1085) INCOME .eonermieriirireerrirrereceecnerens (15.3Y% O2% (40.00% 3.3%% 6.6% 41% A% (26.0)%

We had a loss in the fourth quarter of 2004 of $23.0 million. Pretax charges in the fourth
quarter included $9.2 million to cost of sales for increased excess and obsolete inventory reserves,
$3.8 million to selling, general and administrative for the change in estimate of the useful life of
the demonstration equipment (see Note 1 within Part II, [tem 8), $3.7 million to restructuring for
employee severance and termination costs primarily attributable to the Fort Collins facility (see
Note 3 within Part 11, Item 8), $3.3 million to impairment of intangible assets related to certain

32



amortizable intangible assets acquired in conjunction with our purchase of Dressler and Aera (see
Note 8 within Part I1, item 8). These items contributed significantly to our fourth quarter 2004
results. We increased our reserve for excess and obsolete inventory in the fourth quarter of 2004
as a result of the fourth quarter strategic management decision to discontinue certain product
offerings, the outlook for near term demand, and the declining trend in our sales from the second
quarter of 2004 to the fourth quarter of 2004.

We had a loss of $27.4 million in the third quarter of 2003. During this quarter we recorded a
valuation allowance against certain of our U.S. and foreign net deferred tax assets in jurisdictions
where we have recognized significant losses (see Note 12 within Part I, Item 8).

Due to the cyclical nature of the semiconductor capital equipment industry as well as the
other industries in which our customers operate, and the sudden changes resulting in severe
downturns and upturns, we have experienced and expect to continue to experience significant
fluctuations in our quarterly operating results. Our levels of operating expenditures are based, in
part, on expectations of future revenues that such expenses support. If revenue levelsin a
particular quarter do not meet expectations, operating results may be adversely affected.

Liquidity and Capital Resources

At December 31, 2004, our principal sources of liquidity consisted of cash, cash equivalents
and marketable securities of $108.0 million, and a credit facility consisting of a $25.0 million
revolving line of credit, none of which was outstanding at December 31, 2004. Advances under
the revolving line of credit would bear interest at the prime rate minus 1% (4.75% at March 24,
2005). Any advances under this revolving line of credit will be due and payable in May 2005.
We are subject to covenants on our line of credit that provide certain restrictions related to
working capital, net worth, acquisitions and payment and declaration of dividends. We were in
compliance with all such covenants at December 31, 2004,

During 2004, our cash, cash equivalents and marketable securities decreased $26.9 million
from $134.9 million at December 31, 2003 to $108.0 million at December 31, 2004, primarily
due to use in operations, capital expenditures and senior borrowing repayments. Due to the same
uses, our cash, cash equivalents and marketable securities decreased $37.4 million from $172.3
million at December 31, 2002 to $134.9 million at December 31, 2003. In 2006, when our
convertible subordinated notes become due, it is possible we may need substantial funds to repay
such debt, which totaled $187.7 million at December 31, 2004. Our 5.00% convertible
subordinated notes with a principal balance of $121.5 million are due September 1, 2006, and our
5.25% convertible subordinated notes with a principal balance of $66.2 million are due ,
November 15, 2006. We will be required to repay the notes at maturity, unless we can refinance
the debt or the noteholders convert their notes into common stock before the maturity dates.
Noteholders will be unlikely to convert their notes unless our stock price rises above the
conversion levels of the notes. Our 5.00% convertible subordinated notes are convertible into
common stock at $29.83 per share, and our 5.25% convertible subordinated notes are convertible
into common stock at $49.53 per share. At March 24, 2005, the closing price of our common
stock on the Nasdaq National Market was $9.35 per share. We therefore do not expect the
noteholders to convert their notes prior to maturity. As a result, we are exploring ways to
refinance the notes, as well as potential sales of assets that are not critical to our core operations.

To address our liquidity requirements, we have set a goal to reduce our quarterly operating
breakeven point to a level based upon $70 million to $75 million sales, after our transition to
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China-based manufacturing and to Tier 1 Asian suppliers is complete, which we estimate to occur
by the end 0f 2005. Additionally, we may raise capital through the public or private markets
during 2005 by issuing common stock or convertible debt securities, or a combination of the two.
Such proceeds will be used to realign our capital structure and provide liquidity for the next
semiconductor capital equipment up-cycle. However, we cannot provide assurance that such
sources of liquidity will be available to us on commercially reasonable terms, or at all.

We have historically financed our operations and capital requirements through a combination
of cash provided by operations, the issuance of long-term debt and common stock, bank loans,
capital lease obligations and operating leases. However, with the exception of the second quarter
of 2004, we have not generated positive cash flow from operations since 2001.

Operating activities used cash of $11.4 million in 2004, reflecting our net loss of $12.7
million partially offset by non-cash items of $39.1 million and increased by net working capital
changes of approximately $37.8 million. Non-cash items primarily consisted of depreciation and
amortization of $21.1 million and increased provision for excess and obsolete inventory of $11.3
million. Net working capital changes primarily consisted of a $19.8 million related to increased
inventory excluding inventory reserve increases, $8.9 million related to increased trade accounts
receivable and $5.8 million related to decreased trade accounts payable.

Investing activities provided cash of $12.3 million in 2004, which primarily consisted of
$25.0 million from proceeds on the sale of marketable securities, offset by $14.0 million for the
purchase of property and equipment. We expect to make between $10.0 million and $11.0
million of capital expenditures in 2005, due in part to our continued investment in our
manufacturing operations as well as our information technology infrastructure. Our planned level
of capital expenditures is subject to frequent revisions as our business experiences sudden
changes and as we move into industry upturns and downturns and expected sales levels change.
In addition, changes in foreign currency exchange rates may significantly impact our capital
expenditures in a particular period.

Investing cash flows experience significant fluctuations from year to year as we buy and sell
marketable securities, which we convert to cash to fund strategic investments and our current
operations, and as we transfer cash into marketable securities when we attain levels of cash that
are greater than needed for current operations. However, we do not expect to generate significant
levels of cash that are greater than needed for our current operations in the near term.

Financing activities used cash of $5.2 million in 2004, which primarily consisted of payments
on our senior borrowings and capital lease obligations of $8.6 million, partially offset by $1.8
million from the exercise of employee stock options and sale of common stock through our
employee stock purchase plan and $1.6 million from the proceeds of a senior borrowing used to
purchase a building in South Korea.

We expect our financing activities to continue to fluctuate in the future. If market conditions
and our financial position are deemed appropriate, we may repurchase additional convertible
notes in the open market. Our payments under capital lease obligations and senior borrowings
may also increase in the future if we enter into additional capital lease obligations or change the
level of our bank financing. Our estimated payments under capital lease obligations and senior
borrowings during 2005 will be approximately $3.7 million. However, a significant portion of
these obligations are held in countries other than the United States; therefore, future foreign
currency fluctuations, especially between the U.S. dollar and the yen, could cause significant
fluctuations in our estimated 2005 payment obligations.
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CONTRACTUAL OBLIGATIONS

The following table sets forth our future payments due under significant off-balance sheet
arrangements, long-term debt and capital lease obligations as of December 31, 2004.

Payments Due by Peried (In thousands)

Contractual Obligations 2005 2006 2007 2008 2009 Thereafter Total
Convertible subordinated notes (1) $ - $187,718 $ -~ $ - 3 -- $ -- $187,718
Senior borrowings 3,432 2,185 2,073 - - - 7,690
Capital lease obligations 303 225 112 57 40 - 737
Operating lease obligations 6,062 5,492 4,443 3,761 2,957 9.432 32,147
Inventory purchase obligations 5,000 2,500 -- - -- - 7.500
Total obligations $14797 $198,120 $ 6,628 $ 3.818 $ 2997 $.9432 $235792

(1) Cash requirements for interest on these notes approximate $9.6 million annually.

Please refer to Note 10 Convertible Subordinated Notes Payable, Note 9 Senior Borrowings,
Note 14 Commitments And Contingencies and Note 16 Related Party Transactions inctuded in
Part I1, Item 8 of this Form 10-K for further discussion regarding our significant off-balance sheet
arrangements, long-term debt and capital lease obligations.

Our inventory purchase obligations consist of minimum purchase commitments we entered
into to ensure we have an adequate supply of critical components to meet the demand of our
customers. We believe that these inventory purchases will be consumed in our on-going
operations during the respective years of purchase commitment.

We have also committed to advance up to $850,000 to a privately held company in exchange
for an exclusive intellectual property license. The amount and timing of this advance is
dependent upon the privately held company achieving certain development milestones. As of
December 31, 2004, approximately $50,000 has been advanced under this agreement, which was
recorded within research and development expense in the consolidated statement of operations.

Recent Acquisitions

On January 18, 2002, we acquired Aera Japan Limited, or Aera, a privately held Japanese
corporation. Aera supplies the semiconductor capital equipment industry with product lines that
include digital mass flow controllers, thermal-based mass flow controllers, pressure-based mass
flow controllers, liquid mass flow controllers and liquid vapor delivery systems. Aera provides
us with a key leadership position in the gas delivery market. In addition, Aera’s products expand
our offering of critical subsystem solutions that enable the plasma-based manufacturing processes
used in the manufacture of semiconductors.

On March 28, 2002, we aquired Dressler HF Technik GmbH, or Dressler, a privately owned
Stolberg, Germany-based provider of power supplies and matching networks. We acquired
Dressler to expand our product offerings to customers in the semiconductor, data storage and flat
panel equipment markets with Dressler’s power product portfolio that includes a wide range of
power levels and radio frequencies. In addition, with inroads already made into the laser and
medical markets, Dressler enables us to explore new market opportunities. Dressler also
strengthens our presence in the European marketplace and has well-established relationships with
many European customers, who look to Dressler for innovative technical capability, high-quality
products, and highly responsive customer service.

The results of operations of these acquired companies are included in our consolidated
statements of operations as of and since the date of acquisition. The pro forma results for the
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Company, Aera and Dressler for the year ended December 31, 2002, assuming the acquisitions of
Aera and Dressler occurred on January 1, 2002, are not presented as the difference between the
pro forma results and actual results are not material.

Critical Accounting Policies and Estimates

The above discussion and analysis of our financial condition and results of operations is
based upon our consolidated financial statements, which have been prepared in accordance with
accounting principles generally accepted in the United States. In preparing our consolidated
financial statements, we must make estimates and judgments that affect the reported amounts of
assets and liabilities, revenues and expenses, and related disclosure of contingent assets and
liabilities at the date of our financial statements. Actual results may differ from these estimates
under different assumptions or conditions. We have evaluated the accounting policies used in the
preparation of the consolidated financial statements and related notes under Part II, [tem 8 of this
Form 10-K and believe that our accounting policies are reasonable and appropriate. We believe
that the following critical accounting policies, among others, are most critical as they relate to our
more significant judgments and estimates used in the preparation of our consolidated financial
statements.

REVENUE RECOGNITION -- The Company’s standard shipping term is freight on board
(“FOB”) shipping point, for which revenue is recognized upon shipment of its products, at which
time title passes to the customer, the price is fixed and collectability is reasonably assured. For
certain customers, the Company has FOB destination terms, for which revenue is recognized
upon receipt of the products by the customer, at which time title passes to the customer, the price
is fixed and collectability is reasonably assured. Generally, the Company does not have
obligations to its customers after its products are shipped under FOB shipping point terms or after
its products are received by the customer under FOB destination terms, other than pursuant to
warranty obligations. In limited instances the Company provides installation of its products. In
accordance with Emerging Issues Task Force Issue 00-21 “Accounting for Revenue
Arrangements With Multiple Deliverables”, the Company allocates revenue based on the fair
value of the delivered item, generally the product, and the undelivered item, installation, based on
their respective fair values. Revenue related to the undelivered item is deferred until the services
have been completed. In certain limited instances, some of the Company’s customers have
negotiated product acceptance provisions relative to specific orders. Under these circumstances,
the Company defers revenue recognition until the related acceptance provisions have been
satisfied. Revenue deferrals are reported as customer deposits and deferred revenue in the
consolidated balance sheet.

In certain instances, the Company requires its customers to pay for a portion or all of their
purchases prior to the Company building or shipping these products. Cash payments received
prior to shipment are recorded as customer deposits and deferred revenue in the consolidated
balance sheets, and then recognized as revenue upon shipment of the products. The Company
does not offer price protections to its customers or allow returns, unless covered by its normal
policy for repair of defective products. ‘

WARRANTY POLICY -- The Company offers warranty coverage for its products, typically
ranging from 12 to 24 months after shipment. The Company estimates the anticipated costs of
repairing products under warranty based on the historical cost of the repairs and expected failure
rates. The assumptions used to estimate warranty accruals are reevaluated periodically in light of
actual experience and, when appropriate, the accruals are adjusted. The Company’s
determination of the appropriate level of warranty accrual is subjective and based on estimates.
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‘The industries in which the Company operates are subject to rapid technological change and, as a
result, the Company periodically introduces newer, more.complex products, which tend to result
in increased warranty costs. Estimated warranty costs are recorded at the time of sale of the
related product, and are recorded within cost of sales in the consolidated statement of operations.

EXCESS AND OBSOLETE INVENTORY-- Inventory is written down or written off when it
becomes obsolete, generally due to engineering changes to a product or discontinuance of a
product line, or when it is deemed excess. Judgment by management is necessary in estimating
the net realizable value of inventory based primarily upon forecasts of product demand. Charges
for excess and obsolete inventory are recorded, as necessary, within cost of sales in the
consolidated statement of operations.

STOCK-BASED COMPENSATION -- At December 31, 2004, the Company had three active
stock-based compensation plans, which are more fully described in Note 18 within Part II, Item 8.
The Company accounts for employee stock-based compensation using the intrinsic value method
prescribed by Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock
Issued to Employees” and related interpretations. APB Opinion No. 25 requires the use of the
intrinsic value method, which measures compensation cost as the excess, if any, of the quoted
market price of the stock at the measurement date over the amount an employee must pay to
acquire the stock. With the exception of certain options granted in 1999 and 2000 by a
shareholder of Sekidenko, Inc., prior to its acquisition by the Company (which was accounted for
as a pooling of interests), all options granted under these plans have an exercise price equal to the
market value of the underlying common stock on the date of grant, therefore no stock-based
compensation cost is reflected in the Company’s net loss. The Company makes disclosures of
pro forma net loss and loss per share as if the fair-value-based method of accounting had been
applied as required by SFAS No. 123, “Accounting for Stock-Based Compensation” and as
amended by SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and
Disclosure” (see Note 18 within Part II, Ttem 8).

The Company will adopt the provisions of SFAS No. 123(R), “Share Based Compensation”,
as of the Company’s third quarter of fiscal year 2005, as further discussed under the heading
“New Accounting Pronouncements” under Note 1 within Part II, Item &. The adoption of this
statement may have a significant impact on the Company’s results of operations as the Company
will be required to record compensation expense in the consolidated statement of operations
rather than disclose the impact on the Company’s results of operations within the notes to the
consolidated financial statements.

COMMITMENTS AND CONTINGENCIES -- We are involved in disputes and legal actions
arising in the normal course of our business. While we currently believe that the amount of any
ultimate potential loss would not be material to our financial position, the outcome of these
actions is inherently difficult to predict. In the event of an adverse outcome, the ultimate
potential loss could have a material adverse effect on our financial position or reported results of
operations in a particular quarter. - An unfavorable decision, particularly in patent litigation, could
require material changes in production processes and products or result in our inability to ship
products or components found to have violated third-party patent rights. We accrue loss
contingencies in connection with our commitments and contingencies, including litigation, when
it is probable that a loss has occurred and the amount of the loss can be reasonably estimated.

GOODWILL AND OTHER INTANGIBLE ASSETS -- Goodwill represents the excess of the

cost over the fair market value of net tangible and identifiable intangible assets of acquired
businesses.
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Goodwill and certain other intangible assets with indefinite lives are not amortized. Instead,
goodwill and other indefinite-lived intangible assets are subject to periodic (at least annual) tests
for impairment. For the periods presented, the Company does not have any indefinite-lived
intangible assets, other than goodwill. Impairment testing is performed in two steps: (i) the
Company assesses goodwill for potential impairment by comparing the fair value of its reporting
unit with its carrying value, and (ii) if potential impairment is indicated because the reporting
unit’s fair value is less than its carrying amount, the Company measures the amount of
impairment loss by comparing the implied fair value of goodwill with the carrymg amount of that -
goodwill.

Finite-lived intangible assets continue to be amortized using the straight-line method over
their estimated useful lives and are reviewed for impairment whenever events or circumstances
indicate that their carrying amount may not be recoverable.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK

Interest Rate Risk

Our exposure to market risk for changes in interest rates relates primarily to our investment
portfolio and long-term debt obligations. We generally place our investments with high-credit
quality issuers and by policy are averse to principal loss and seek to protect and preserve our
invested funds by limiting default risk, market risk and reinvestment risk. As of December 31,
2004, our mvestments in marketable securities consisted primarily of commercial paper,
municipal bonds and notes and institutional money markets. These securities are highly liquid.
Earnings on our marketable securities are typically invested into similar securities. In 2004, the
rates we earned on our marketable securities averaged approximately 2.2% on a before tax
equivalent basis. The impact on interest income of a 10% decrease in the average interest rate
would have decreased interest income by approximately $174,000 in 2004, $170,000 in 2003 and
$300,000 in 2002. Interest rate risk on our investment portfolio has decreased since 2002 with
the decrease in our marketable securities balance, which is primarily attributable to the use of
these funds in operations, for the acquisitions of Aera in January 2002 and Dressler in March
2002, and for the repurchase of a portion of our convertible subordmated notes in the fourth
quarter of 2002.

The interest rates on our subordinated debt are fixed, specifically, at 5.25% for the $66.2
million of our debt that is due in November 2006, and at 5.00% for the $121.5 million of our debt
that is due in September 2006. Our offerings of subordinated debt in 1999 and 2001 increased
our fixed interest expense upon each issuance, though interest expense was partially reduced by
the repurchases of portions of these offerings. Because these rates are fixed, we beheve there is
no risk of increased interest expense with regard to these instruments.

‘The interest rates on the borrowings of one of our foreign subsidiaries are variable and as of
December 31, 2004 ranged from 1.5% to 3.1%. We believe a 10% increase in the average
interest rate on these instruments would not have a material effect on our financial position or
results of operations.
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Foreign Currency Exchange Rate Risk

We transact business in various foreign countries. Qur primary foreign currency cash flows
are generated in countries in Asia and Europe. In 2004 compared to 2003, the U.S. dollar
weakened on average approximately 7% against the Japanese yen and 9% against the euro. Itis
highly uncertain how currency exchange rates will fluctuate in the future. We have entered into
various foreign currency forward exchange contracts to mitigate against currency fluctuations in
the Japanese yen, Taiwanese dollar, South Korean won and Chinese yuan. The notional amount
of our foreign currency contracts at December 31, 2004 was $13.9 million. The potential fair
value loss for a hypothetical 10% adverse change in foreign currency exchange rates at December
31, 2004, would be approximately $1.5 million, which would be essentially offset by
corresponding gains related to the underlying assets. At December 31, 2004 we held foreign
currency forward exchange contracts, maturing through January 2005, primarily to purchase U.S.
dollars and sell various foreign currencies. The following table summarizes our outstanding
coniracts as of December 31, 2004:

(In thousands) Market
Notional Settlement Unrealized
Amounts Amounts (Loss)/Gain
Japanese yen ContractS.....cc.cvveereeirenierenennnnns $ 8,200 $ 8,263 $ 63
Taiwanese dollar contracts ......ccceeeveevvveeiiinnenns 4,000 4,031 31
South Korean won contract ........cceveeveeveecennnene 1,300 1,315 15
Chinese yuan Contract .......c..ocecvevemnerenrerens 400 398 (2)
Balance at December 31, 2004..............c.c........ 13,900 $14.007 107

We also have long-term non-U.S. dollar-denominated debt of $4.3 million and $5.9 million as
of December 31, 2004 and 2003, respectively. A weakening of the U.S. dollar by 10% against
the applicable Asian currencies would have resulted in unrealized translation losses of
approximately $473,000 and $646,000 as of December 31, 2004 and 2003, respectively. We will
continue to evaluate various methods to minimize the effects of currency fluctuations when we
translate the financial statements of our foreign subsidiaries into U.S. dollars.
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Report of Independent Registered Public Accounting Firm

Board of Directors and .
Shareholders of Advanced Energy Industries, Inc.

We have audited the accompanying consolidated balance sheet of Advanced Energy Industries,
Inc. and subsidiaries (the Company) as of December 31, 2004, and the related consolidated
statements of operations, stockholders’ equity and comprehensive loss, and cash flows for the
year then ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements based on
our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Advanced Energy Industries, Inc. and subsidiaries as of
December 31, 2004, and the results of their operations and their cash flows for the year then
ended in conformity with accounting principles generally accepted in the United States of
America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements
taken as a whole. Schedule I listed in the index of financial statements is presented for purposes
of additional analysis and is not a required part of the basic financial statements. This schedule
has been subjected to the auditing procedures applied in the audit of the basic financial statements
and, in our opinion, is fairly stated in all material respects in relation to the basic financial
statements taken as a whole.

We were also engaged to audit, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the effectiveness of Advanced Energy Industries,
Inc.’s internal control over financial reporting as of December 31, 2004, based on criteria
established in /nternal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Management was unable to complete their
assessment of internal control over financial reporting as of December 31, 2004 in a timely
manner, and due to that scope limitation we were unable to perform the procedures required to
enable us to express, and we did not express, an opinion on management’s assessment or on the
effectiveness of the Company’s internal control over financial reporting in our report dated
March 30, 2005.

/s/ GRANT THORNTON LLP

Denver, Colorado
March 30, 2005




Report of Independent Registered Public Accounting Firm

Board of Directors and
Shareholders of Advanced Energy Industries, Inc.

We were engaged to audit management’s assessment, included in the accompanying
Management’s Reports on Internal Control Over Financial Reporting (included in Item 9A of this
Form 10-K), that Advanced Energy Industries, Inc. (the Company) maintained effective internal
control over financial reporting as of December 31, 2004, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). The Company’s management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting.

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the annual or interim
financial statements will not be prevented or detected. The Company’s management has
identified two material weaknesses, the first relates to the lack of segregation of duties within the
Company’s enterprise resource planning (ERP) system, as certain employees have ERP system
access to record transactions outside of their assigned job responsibilities. The Company’s ERP
system is integrated throughout the organization including material foreign locations, with the
exception of the Japan subsidiaries. The ERP system interacts with most of the Company’s major
processes including manufacturing, payables, receivables and inventory controls. This material
weakness could result in a material misstatement of annual and interim financial statements that
would not be prevented or detected, in the normal course of operations. The second material
weakness relates to two significant deficiencies in the Company’s Japan operations, that when
considered in the aggregate, represents a material weakness. The first significant deficiency
relates to both of the Japan facilities having their own unique information system, as well as a
lack of segregation of duties, with certain employees having access in these systems to record
transactions outside of their assigned job responsibilities. The second significant deficiency in
Japan was caused in the fourth quarter of 2004 by the departure of key management personnel in
Japan, creating a lack of proper segregation of duties and oversight at the local level. The Japan
material weakness could result in a material misstatement of the operating results of the Japanese
subsidiaries which are included in the annual and interim financial statements that would not be
prevented or detected, in the normal course of operations. These material weaknesses were
considered in determining the nature, timing and extent of audit tests applied in our audit of the
2004 consolidated financial statements. The material weaknesses identified did not affect our
opinion on the Company’s consolidated financial statements.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles. A
company’s internal control over financial reporting includes those policies and procedures that
(1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect
the transactions and dispositions of the assets of the Company; (2) provide reasonable assurance
that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of
the Company are being made only in accordance with authorizations of management and
directors of the Company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the Company’s assets that could have
a material effect on the financial statements.




Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

Since management was unable to complete its assessment timely and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the Company’s internal control
over financial reporting, the scope of our work was not sufficient to enable us to express, and we
do not express, an opinion either on management’s assessment or on the effectiveness of the
Company’s internal control over financial reporting.

We have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheet of Advanced Energy Industries, Inc. as of
December 31, 2004, and the related consolidated statements of operations, stockholders’ equity
and comprehensive loss, and cash flows for the year then ended and our report dated March 30,
2005 expressed an unqualified opinion on those financial statements.

/s/ GRANT THORNTON LLP

Denver, Colorado
March 30, 2005
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Advanced Energy Industries, Inc.:

We have audited the accompanying consolidated balance sheet of Advanced Energy Industries,
Inc. (a Delaware corporation) and subsidiaries as of December 31, 2003 and the related
consolidated statements of operations, stockholders’ equity and comprehensive loss, and cash
flows for each of the years in the two-year period then ended. In connection with our audits of
these consolidated financial statements, we also have audited the related financial statement
schedules as listed in the accompanying index. These consolidated financial statements and
financial statement schedules are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these consolidated financial statements and financial
statement schedules based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Advanced Energy Industries, Inc. and subsidiaries as.of
December 31, 2003, and the results of their operations and their cash flows for each of the years
in the two-year period then ended, in conformity with U.S. generally accepted accounting
principles. Also, in our opinion, the related financial statement schedules, when considered in
relation to the basic consolidated financial statements taken as a whole, present fairly, in all
material respects, the information set forth therein.

Advanced Energy Industries, Inc. and subsidiaries adopted the provisions of Statements of
Financial Accounting Standards No. 141, Business Combinations, and No. 142, Goodwill and
Other Intangible Assets, effective January 1, 2002.

Advanced Energy Industries, Inc. and subsidiaries adopted the provisions of Statement of
Financial Accounting Standards No. 145, Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections, effective January 1, 2003.

/s/ KPMG LLP

Denver, Colorado
February 20, 2004
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands)

December 31,

2004 2003
ASSETS
CURRENT ASSETS:
Cash and cash eqUIVALENTS.....c..ccr i et b e easaeebecen $ 38,404 $41,522
MaArKetable SECULTHES ....cvoieiie oottt e e es et bttt st eae e s aseesesseaes abesnnras 69,578 93,370
Accounts receivable --
Trade (less allowances for doubtful accounts of approximately
$1,049 and $1,303 at December 31, 2004 and 2003, reSpectively) ...ovocrevceeerreiverreerrisrseerens 66,610 57,156
OHNET .ot ctee et vt eb e bbb s bttt e s eassaesennsens 5,443 4,771
Income tax receivable . 404 151
Inventories, net............ 73,224 65,703
ONET CUITENT @SSEES 1.vrureveerrererrinrereretiieesestraersesssisesesaesesesesessssrssesarsessasestasenesensesassisessossasesensesnssensans 5,736 5,486
TOLAL CUITEIE ASSEES. ..verveeiericereirrierieieeseersrerseesrsesersseseessensas et aaessesbessesaeasssssaessessesasssenseessessss 259,399 268,159
PROPERTY AND EQUIPMENT, at cost, net of accumulated depreciation of $59,464
and $50,848 at December 31, 2004 and 2003, respectively ..o 44,746 44,725
OTHER ASSETS:
DIEPOSIES AN OLHET ...ttt ettt e st ebs bbb ea b s srent b sene s erernesssesesbensanesen 6,468 5,951
GOOAWILL. L. e e 68,276 69,510
Other intangible assets, net of accumulated amortization of $9,624 and $11,197 at December 31,
2004 and 2003, rESPECIVELY ...ovivriiiiisieticeeiet ettt ettt et 12,032 19,433
Demonstration and customer service equipment, net of accumulated amortization of $6,880
‘and $5,688 at December 31, 2004 and 2003, reSPECHIVEIY ovvuivreiierereeerceressiseesiesecsssnssesnrens 2,968 3,934
Deferred debt issuance costs, net 2,086 3.019
TOLAL ASSELS 1.vruvvverevereriereeiere e veete et e s ctesestacassse et ssaseseasessassarssessiasseaesenessassbabasabatassssssssssasnsensarn $395.975 $414,731

The accompanying notes to consolidated financial statements
are an integral part of these consolidated balance sheets.
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except per share data)

LIABILITIES AND STOCKHOLDERS’ EQUITY

CURRENT LIABILITIES:
Trade accounts PAYADIE ......ccoeeeviiiiiririic i b
Taxes payable.......cccovvviccniiiccnnns .
Accrued payroll and employee benefits. ..o s
ACCIUEd WAITANLY EXPEIISE ceecovrcerrerniariimirceeerieonsceneanseereensienseerseesemmmessearseesesssinesereseresssessesesscersinasene
Accrued restructuring charges
Other accrued expenses .........cooevcneiee
Customer deposits and deferred revenue.. .
Capital lease obligations, CUITENt POIION ........cccoviiiiiiiiiiei e
Senior bOITOWINGS, CUITENE POTTION ...c.c.cvviiniriceriies sttt e b
Accrued interest payable on convertible subordinated notes .-
Total current lHabilities ...

LONG-TERM LIABILITIES:

Capital leases, net Of CUITENT POTTON .....vucuriierieriiirer et eereent et resessesiasecensesasmsrenecernrnnien

Senior borrowings, net of current portion.

Deferred income tax liabilities, net...........

Convertible subordinated notes payable ..

Other long-term liabilities ...............
Total long-term liabilities... ;
Total HADIILIES ..cocvvieeciiciicii e

COMM]TMENTS AND CONTINGENCIES

STOCKHOLDERS’ EQUITY:
Preferred stock, $0.001 par value, 1,000 shares authorized, none issued and outstanding...............
Common stock, $0.001 par value, 70,000 shares authorized; 32,760 and 32,573
shares issued and outstanding at December 31, 2004 and 2003, respectively .......ccovnniricecnenn.
Additional paid-in capital....
Accumulated deficit ........
Deferred compensation
Unrealized holding gains on available-for-sale securities, net.
Cumulative translation adjustments, net...........ccoceeconnnnnan.
Total stockholders’ equity........ccoevnne. .
Total liabilities and stockholders’ EQUILY ....ccoviiveieirrenr oo cenrer e sanre s aebesaeser e snsanns

The accompanying notes to consolidated financial statements
are an integral part of these consolidated balance sheets.
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December 31,
2004 2003
$17,683 $ 23,066
2,974 445
7,788 7,953
6,791 6,612
4414 3,175
5,986 7,079
662 2,952
294 554
3,432 8,028
2,460 2.460
52.484 62,324
421 263
4,258 5,905
3,709 4,672
187,718 187,718
2,407 2,015
198.513 200,573
250,997 262,897
33 33
144,500 142,667
(12,795) (48)
- (60)
1,051 1,491
12,189 7,751
144.978 151,834
$395.975 $414,731




ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share amounts)

Years Ended December 31,

2004 2003 2002
SALES .ttt ettt ettt ettt $395,305 $262,402 $238,898
COST OF SALES. . 275,626 174,455 170.138
GROSS PROFIT ...iccvvievieiimriceeenrerareienesessnessnsssessesesesnssssssasssasssassesssssssesessssssasssansss 119,679 87.947 68,760
OPERATING EXPENSES:
Research and development...........ooveceiireceranerieen e ee e s anns 51,541 51,647 48,995
Selling, general and administr: . 62,444 53,951 66,586
Litigation damages........ccccceneuen. - - 4,200
Restructuring charges................ 3,912 4,306 9,060
Impairment of intangible assets . 3.326 1,175 1,904
Total operating expenses..... " 121,223 111,079 130,745
LOSS FROM OPERATIONS.....c.ootivrreeirtcteeeerereee s tesstsesnstsssetesasssesssanssnnssseses (1.544) (23,132) (61,985)
OTHER INCOME (EXPENSE):
INEEIESt INCOMIE 1ovvivievieereriiriirieertesrecaeretes e e te e teeresseenresnsseesbenresarsbesreesessteesenseas 1,737 1,721 - 3,314
Interest expense........... . (11,049) (11,254) (12,460)
Foreign currency gain ... 1,023 869 5,280
Gain on retirement of convertible subordinated notes.. . - -- 4,223
Other iNCOMEe (EXPENSE), NEL ...evvverrirreriienienrnrestetsrereeseesresesessesssesersessasssssessasssnns 1,033 (644) (2.064)
(7,256) {9.308) (1,707)
Net 1055 bEfOre INCOME LAXES ....cuvvieriieriierirerieircereensienrensesrie s ecaresesesarssssssnssens (8,800) (32,440) (63,692)
(PROVISION) BENEFIT FOR INCOME TAXES. . (3.947) (11,801) 22,293
NET LOSS ittt sa s et b bbb bbb bt b rntn $2,747) $(44.241) $(41,399)
BASIC AND DILUTED NET LOSS PER SHARE ..ot $(0.39) $(.37) $(1.29)
BASIC AND DILUTED WEIGHTED-AVERAGE COMMON SHARES '
OUTSTANDING . ....ccottriiriieretrietseetccne e reas ettt eere e ae s snasees 32,649 32,271 32,026

The accompanying notes to consolidated financial statements
are an integral part of these consolidated statements.
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND

COMPREHENSIVE LOSS
(In thousands)
Retained Accumuiated
. Additional Earnings Other Totat
Common Stock Paijd-in (Accumulated Deferred Comprehensive Stockholders’
Shares Amount Capital Deficit} Compensation (Loss} income Equity
BALANCES, December 31, 2001 31,848 $32 $131,698- $ 85,592 $(1,094) $(1,883) $214,345
Exercise of stock options for cash... 118 - 1,389 - - - 1,389
Issuance of common stock for acquisition of
minority interest of Litmas ..o 120 - 4,219 -- - - 4,219

Sale of common stock through employee

stock purchase Plan.......ocvvcemrccsresicrenseonns 54" B 689 - - - 689

Tax benefit related to shares acquired by ' ’

employees under stock compensation plans...... - e 468 - - - 468

Amortization of deferred compensation.. - - - - 518 - 518

Adjustment for forfeited options - ~ : (34) - 34 - -

Comprehensive loss:

Equity adjustment from foreign

currency translation, net of tax...... - - - - - 4,400
Unrealized holding Josses, net of tax .... - - - - - (2,641)
Less: reclassification adjustment for amounts ’ ’ C ’ '

inciuded in net {oss -- - - - - 1,351

Net 1085 .o - - - (41,399 - -

Total comprehensive loss ... - = - - - - (38.289)
BALANCES, December 31, 2002 . 32,140 $ 32 $138,429 $44,193 $ (542) $1,227 $183,339
Exercise of stock options for cash 360 [ 3,499 - - -~ 3,500

Sale of common stock through employee .

stock purchase plan 73 - 739 - - ) - 739

Amortization of deferred compensation............ .- - Co-- - 482 - 482

Comprehensive loss: : -

Equity adjustment from foreign

currency translation, net of tax -~ . -- - . - -- 6,491

Unrealized holding gains, net of tax.. -~ -- - - - 1,524

Net J0SS oo - - - (44,241) - --

Total comprehensive loss ... - - - - - -~ (36226)
BALANCES, December 31,2003 .. 32,573 7 $3% $142,667 5 @8 $ (60} 39,242 $151,834

Exercise of stock options for cash 122 - 1,224 : -- -- - 1,224

Sale of common stock through employee : : : : .

stock purchase plan 65 - 609 - -~ - 609
Amortization of deferred compensation - - - - 60 - 40
Comprehensive loss:

Equity adjustment from foreign ) ) -

currency translation, net of tax -- - -- ) - -- 4,438

Unrealized holding losses, net 0f tax .............. -~ e ’ - Lo - (146)
Reclassification adjustment for amounts

included in net loss related to sales of

securities - - A - - (294)

Net foss ... - - - (12,747) - -~

Total compr S.... - -~ - - - {8.749)
BALANCES, December 31, 2004 . $33 8144500 302795 5= $13240 $144.978

The accompanying notes to consolidated financial statements
are an integral part of these consolidated statements.
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands) ‘
Years Ended December 31,

2004 2003 2002
CASH FLOWS FROM OPERATING ACTIVITIES:
INRELOSS 1uvovveeeeaerietscsniernsesn i caserarseas e rsses s basssemese st nase e s e evasesessesban bR bbbt sbas b can et ranons $(12,747) 8(44,241)  $(41,399)
Adjustments to reconcile net loss to net cash used in operating activities -
Depreciation and amoTtiZation ... e 21,119 21,829 23,289
Demonstration and evaluation equipment write-off..... . 3,752 - -
Provision (benefit) for deferred income taxes ....... . 444 6,429 (6,888)
Provision for excess and obsolete inventory... . 11,262 3,016 5,803
Asset impairment charges ..., . 3,326 1,350 5,066
Provision for (recovery of) doubtful acCOUNIS .. 198 (429) 1,870
Unrealized (gain) loss on foreign currency forward contracts.... ISR (107) 160 388
Gain on retirement of convertible subordinated notes............. . - - (4,223)
Net (gain) loss on disposal 0f @SSeLS .....ovvvrerrrecercerenreennn. . (864) 2,846 359
Unrealized gain on intercompany foreign currency 10an ..., -~ -- (4,879)
Changes in operating assets and liabilities, net of assets and liabilities acquired -
Accounts receivable-trade . ... s e (8,925) (14,556) (5,067)
Inventories......ooverevenns (19,783) (11,339) 3,021
Other current assets......... (675) (62) (846)
Accounts payable — trade .........c.ccoerniiiinnnnn. (5,849) 5,873 2,366
Other current liabilities and accrued expenses ... « (2,329) (2,379) 8,293
Income taxes payable/receivable, net ............. . 2,507 16,530 608
Non-current assets........c.overenen. . {3,099} 666 (3,760)
Non-current Habilities ... . 392 1,321 694
Net cash used in OPerating attivIties.....c..cov e s e sicsssarans (11.378) {12,986) (15.305)
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of Marketable SECUITHES .....vovviin e vieereie s st csn e sesisaeeeasssisas srrmcstesnisnesensecne (1,208) (1,308) (2,499
Proceeds from sale of marketable securities.. . 25,000 10,106 90,439
Proceeds from sale of assetS.......ooccvvrranne - 2,556 5,196 350
Purchase of property and equipment.........covevivernnes TP PSRRI (14,019) (20,509) (10,714)
Purchase of investments and adVanCes ... - (400) (2,781)
Acquisition of Aera Japan Limited, net of cash acquired........... -- - (35,689)
Acquisition of Dressler HF Technik GmbH, net of cash acquired. -- (1,675) (14,395)
Acquisition of interest in Litmas, net of cash acquired.............. -~ ‘ -- {400)
Net cash provided by (used in) investing activities 12,329 8,590 24,311

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from SEnior BOTTOWINES ..ottt rsbs s senos 1,585 -- -
(8,609) (12,847) (10,190)

Repayment of senior borrowings and capital lease obligations. R
Repurchase of convertible subordinated debt, net.........ccenne. - - (14,522)
Sale of common stock through employee stock purchase plan.. 609 739 689
Proceeds from exercise of stock options.......covvnnininins 1,224 ) 3.500 . 1.389
Net cash used in financing activities.........cocevvnririnnae (5.191) (8.608) (22.634)
EFFECT OF CURRENCY TRANSLATION ON CASH 1,122 1,518 1.861
DECREASE IN CASH AND CASH EQUIVALENTS.... (3,118) (28,666) (11,767)
CASH AND CASH EQUIVALENTS, beginning of year .... 41,522 70,188 81,955
CASH AND CASH EQUIVALENTS, end Of YET ...vvurureriviiecreenireesicsenenseenrerascsssessneseaene $38,404 $41,522 $.70,188
SUPPLEMENTAL DISCLOSURE OF NON-CASH INVESTING AND .
FINANCING ACTIVITIES:
Tax benefit related to shares acquired by employees under stock option plans .............. $ = $ - $___468
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION: .
Cash paid for IErEst ........ovovvecrcr s $ 9,949 - $ 10,521 $ 11,517
Cash paid (received) for income taxes, net. $ 1,227 $(9,642) 3 (16,086)
ASSELS SOIA TOT NOE TECEIVADIE 111vireirii i oo ce e seasreieasassceresasaa e tssssbensssasess sassassssssnsnsssnessans $ 1,842 $ 1,538 $ -

The accompanying notes to consolidated financial statements
are an integral part of these consolidated statements.
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) COMPANY OPERATIONS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Advanced Energy Industries, Inc., a Delaware corporation, is primarily engaged in the development
and production of components and subsystems critical to plasma-based manufacturing processes, which are
used by manufacturers of semiconductors and in industrial thin-film manufacturing processes.

BASIS OF PRESENTATION -- The consolidated financial statements include the accounts of
Advanced Energy Industries, Inc. and its’ wholly-owned subsidiaries (collectively, the “Company™) since
their dates of acquisition (see Note 2). All significant intercompany accounts and transactions have been
eliminated in consolidation. The consolidated financial statements are stated in U.S. dollars and are
prepared in accordance with accounting principles generally accepted in the United States.

SEGMENT REPORTING -- The Company operates in one segment for the manufacture, marketing and
servicing of key subsystems, primarily to the semiconductor capital equipment industry. In accordance
with Statement of Financial Accounting Standard (“SFAS”) No. 131, “Disclosures About Segments of an
Enterprise and Related Information,” the Company’s chief operating decision maker has been identified as
the Chief Executive Officer, who reviews operating results to make decisions about allocating resources
and assessing performance for the entire Company. SFAS No. 131, which is based on a management
approach to segment reporting, establishes requirements to report selected segment information quarterly
and to report annually entity-wide disclosures about products and services, major customers, and the
countries in which the entity holds material assets and reports revenue. All material operating units qualify
for aggregation under SFAS No. 131 due to their similar customer base and similarities in: economic
characteristics; nature of products and services; and procurement, manufacturing and distribution processes.
To report revenues from external customers for each product and service or group of similar products and
services would not be practicable. Since the Company operates in one segment, all financial information
required by SFAS No. 131 can be found in the consolidated financial statements and notes thereto.

ESTIMATES AND ASSUMPTIONS -- The preparation of the Company’s consolidated financial
statements in conformity with accounting principles generally accepted in the United States requires the
Company’s management to make estimates and assumptions that affect the reported amounts of assets and
liabilities, and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenue and expenses during the reporting period. Significant estimates are used when
establishing allowances for doubtful accounts, determining useful lives for depreciation and amortization,
assessing the need for impairment charges, establishing warranty reserves, allocating purchase price among
the fair values of assets acquired and liabilities assumed, accounting for income taxes, and assessing excess
and obsolete inventory and various others items. The Company evaluates these estimates and judgments on
an ongoing basis and bases its estimates on historical experience, current conditions and various other
assumptions that are believed to be reasonable under the circumstances. The results of these estimates form
the basis for making judgments about the carrying values of assets and liabilities as well as identifying and
assessing the accounting treatment with respect to commitments and contingencies. Actual results may
differ from these estimates under different assumptions or conditions.

NEW ACCOUNTING PRONOUNCEMENTS -- In December 2004, the Financial Accounting
Standards Board (“FASB”) reissued SFAS No. 123, “Accounting for Stock-Based Compensation” as SFAS
No. 123(R), “Share Based Compensation.” This statement replaces SFAS No. 123, amends SFAS No. 95,
“Statement of Cash Flows”, and supersedes Accounting Principles Board (“APB”) Opinion No. 25,
“Accounting for Stock Issued to Employees.” SFAS No. 123(R) requires companies to apply a fair-value
based measurement method in accounting for share-based payment transactions with employees and to
record compensation expense for all stock awards granted, and to awards modified, repurchased or
cancelled after the required effective date. Compensation expense for outstanding awards for which the
requisite service had not been rendered as of the effective date will be recognized over the remaining

51



service period using the compensation cost calculated for pro forma disclosure purposes under SFAS No.
123, adjusted for expected forfeitures. Additionally, SFAS No. 123(R) will require entities to record
compensation expense for employee stock purchase plans that may not have previously been considered
compensatory under the existing rules. SFAS No. 123(R) will be effective for quarterly periods beginning
after June 15, 2005, which is the Company’s third quarter of 2005. The Company will adopt the provisions
of SFAS No. 123(R) using a modified prospective application. This statement may have a significant
impact on the Company’s results of operations as the Company will be required to record compensation
expense in the consolidated statement of operations rather than disclose the impact on the Company’s
results of operations within its notes to the consolidated financial statements (see Note 18).

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs”, an amendment of Accounting
Research Bulletin No. 43, Chapter 4, “Inventory Pricing.” SFAS No. 151 clarifies that abnormal amounts
of idle facility expense, freight, handling costs, and wasted materials (spoilage) should be recognized as
current-period charges. In addition, it requires that allocation of fixed production overheads to the costs of
conversion be based on the normal capacity of the production facilities. SFAS No. 151 will be effective for
inventory costs incurred during fiscal years beginning after June 15, 2005 and will be applied on a
prospective basis by the Company for the fiscal year beginning January 1, 2006. The Company is currently
evaluating the impact that adoption of SFAS No. 151 will have on its financial position and results of
operations.

REVENUE RECOGNITION -- The Company’s standard shipping term is freight on board (“FOB”)
shipping point, for which revenue is recognized upon shipment of its products, at which time title passes to
the customer, the price is fixed and collectability is reasonably assured. For certain customers, the
Company has FOB destination terms, for which revenue is recognized upon receipt of the products by the
customer, at which time title passes to the customer, the price is fixed and collectability is reasonably
assured. Generally, the Company does not have obligations to its customers after its products are shipped
under FOB shipping point terms or after its products are received by the customer under FOB destination
terms, other than pursuant to warranty obligations. In limited instances, the Company provides installation
of its products. In accordance with Emerging Issues Task Force (“EITF”) Issue 00-21 “Accounting for
Revenue Arrangements With Multiple Deliverables”, the Company allocates revenue based on the fair
value of the delivered item, generally the product, and the undelivered item, installation, based on their
respective fair values. Revenue related to the undelivered item is deferred until the services have been
completed. In certain limited instances, some of the Company’s customers have negotiated product
acceptance provisions relative to specific orders. Under these circumstances, the Company defers revenue
recognition until the related acceptance provisions have been satisfied. Revenue deferrals are reported as
customer deposits and deferred revenue in the consolidated balance sheets.

In certain instances, the Company requires its customers to pay for a portion or all of their purchases
prior to the Company building or shipping these products. Cash payments received prior to shipment are
recorded as customer deposits and deferred revenue in the consolidated balance sheets, and then recognized
as revenue upon shipment of the products. The Company does not offer price protections to its customers
or allow returns, unless covered by its normal policy for repair of defective products.

SHIPPING AND HANDLING COSTS — Amounts billed to customers for shipping and handling are
recorded in sales in the consolidated statements of operations. Shipping and handling costs incurred by the
Company for the delivery of products to customers are included in cost of sales in the consotidated
statements of operations.

EXCESS AND OBSOLETE INVENTORY-- Inventory is written down or written off when it becomes
obsolete, generally due to engineering changes to a product or discontinuance of a product line, or when it
is deemed excess. Judgment by management is necessary in estimating the net realizable value of
inventory based primarily upon forecasts of product demand. Charges for excess and obsolete inventory
are recorded, as necessary, within cost of sales in the consolidated statements of operations. For the years
ended December 31, 2004, 2003 and 2002, the Company recorded charges for excess and obsolete
inventory of $11.3 million, $3.0 million and $5.8 million, respectively.
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WARRANTY POLICY -- The Company offers warranty coverage for its products for periods typicaily
ranging from 12 to 24 months after shipment. The Company estimates the anticipated costs of repairing
products under warranty based on the historical cost of the repairs and expected failure rates. The
assumptions used to estimate warranty accruals are reevaluated periodically in light of actual experience
and, when appropriate, the accruals are adjusted. The Company’s determination of the appropriate level of
warranty accrual is subjective and based on estimates. The industries in which the Company operates are
subject to rapid technological change and, as a result, the Company periodically introduces newer, more
complex products, which tend to result in increased warranty costs. Estimated warranty costs are recorded
at the time of sale of the related product, and are recorded within cost of sales in the consolidated
statements of operations. The Company recorded warranty charges of $10.5 million, $8.1 million and
$13.2 million for the years ended December 31, 2004, 2003 and 2002, respectively. The following
summarizes the activity in the Company’s warranty reserves during 2004 and 2003:

2004 2003
(In thousands)
Balance at beginning of period $6,612 $9,402
Additions charged to expense 10,466 8,105
Deductions (10,287) (10.895)
Balance at end of period $6,791 36,612

SELLING, GENERAL AND ADMINISTRATIVE -- Selling, general and administrative expenses in
- the accompanying consolidated statements of operations are expensed as incurred, including legal and
advertising costs.

STOCK-BASED COMPENSATION -- At December 31, 2004, the Company had three active stock-
based compensation plans, which are more fully described in Note 18. The Company accounts for
employee stock-based compensation using the intrinsic value method prescribed by APB Opinion No. 25,
“Accounting for Stock Issued to Employees” and related interpretations. APB Opinion No. 25 requires the
use of the intrinsic value method, which measures compensation cost as the excess, if any, of the quoted
market price of the stock at the measurement date over the amount an employee must pay to acquire the
stock. With the exception of certain options granted in 1999 and 2000 by a shareholder of Sekidenko, Inc.,
prior to its acquisition by the Company (which was accounted for as a pooling of interests), all options
granted under these plans have an exercise price equal to the market value of the underlying common stock
on the date of grant, therefore no stock-based compensation cost is reflected in the Company’s net loss.
Had compensation cost for the Company’s plans been determined consistent with the fair value-based
method prescribed by SFAS No. 123, “Accounting for Stock-Based Compensation,” the Company’s net
loss would have increased to the following adjusted amounts:

(in thousands, except per share data)

2004 2003 2002
Net loss:
As reported $(12,747) §$ (44,241) $(41,399)
Adjustment for stock-based compensation '
determined under fair value-based method for
all awards, net of refated tax effects in 2002 (a), (b) (12,133) (12,410) (9,794)
Less: Compensation expense recognized in net
loss, net of related tax effects in 2002 (a), (¢) 60 482 324
As adjusted $(24,820) $(56,169) $(50,869)
Basic and diluted loss per share:
As reported $ (039 $ (137 $ (1.29)
As adjusted $ (0.76) $ (1.74 $ (1.59)

(a) Compensation expense in 2004 and 2003 is presented prior to income tax effects due to the Company recording valuation
allowances against certain deferred tax assets in 2003 (see Note 2).

(b) Cumulative compensation cost recognized with respect to options that are forfeited prior to vesting is reflected as a reduction
of compensation expense in the period of forfeiture. Compensation expense related to awards granted under the Company’s
employee stock purchase plan is estimated until the period in which settlement occurs, as the number of shares of common stock
awarded and the purchase price are not known until settlement.

(c) Prior to its acquisition by the Company, a shareholder of Sekidenko, Inc. granted employees options under a preexisting
arrangement to purchase shares of his common stock already outstanding at exercise prices below fair value. Under this
agreement, 29,700 and 34,250 of such options were granted in 1999 and 2000, respectively. These options result in the
Company recognizing approximately $2.1 million as compensation expense over the four-year vesting period of the options.
The options fully vested during the first quarter of 2004,




For SFAS No. 123 purposes, the fair value of each option grant and purchase right granted under the
ESPP are estimated on the date of grant using the Black-Scholes option pricing model with the following
weighted-average assumptions:

2004 2003 2002

OPTIONS:

Risk-free interest rates 3.05% 2.96% 3.89%
Expected dividend yield rates 0.0% 0.0% 0.0%
Expected lives ’ 3.0 years 2.9 years 2.9 years
Expected volatility 75.23% 85.64% 88.05%
ESPP:

Risk-free interest rates 1.70% 1.34% 1.91%
Expected dividend yield rates 0.0% 0.0% 0.0%
Expected lives 0.5 years 0.5 years 0.5 years
Expected volatility 65.31% 83.82% 76.62%

Based on the Black-Scholes option pricing model, the weighted-average estimated fair value of
employee stock option grants was $8.49, $7.88 and $12.54 for the years ended December 31, 2004, 2003
and 2002, respectively. The weighted-average estimated fair value of purchase rights granted under the
ESPP was $3.45, $4.99 and $8.92 for the years ended December 31, 2004, 2003 and 2002, respectively.

The total fair value of options granted was computed to be approximately $10.9 million, $14.3 million
and $24.4 million for the years ended December 31, 2004, 2003 and 2002, respectively. These amounts dre
amortized ratably over the vesting period of the options for the purpose of calculating the pro forma
disclosure above.

The Company will adopt the provisions of SFAS No. 123(R) as of the Company’s third quarter of
fiscal year 2005, as further discussed the heading “New Accounting Pronouncements” above. The
adoption of this statement may have a significant impact on the Company’s results of operations as the
Company will be required to record compensation expense in the consolidated statement of operations
rather than disclose the impact on the Company’s results of operations within its notes to the consolidated
financial statements.

COMMITMENTS AND CONTINGENCIES -- We are involved in disputes and legal actions arising in
the normal course of our business. While we currently believe that the amount of any ultimate potential
loss would not be material to our financial position, the outcome of these actions is inherently difficult to
predict. In the event of an adverse ocutcome, the ultimate potential loss could have a material adverse effect
on our financial position or reported results of operations in a particular quarter. An unfavorable decision,
particularly in patent litigation, could require material changes in production processes and products or
result in our inability to ship products or components found to have violated third-party patent rights. We
accrue loss contingencies in connection with our commitments and contingencies, including litigation,
when it is probable that a loss has occurred and the amount of the loss can be reasonably estimated.

CASH AND CASH EQUIVALENTS -- The Company considers all amounts on deposit with financial
institutions and highly liquid investments (valued at cost, which approximates fair value) with an original
maturity of 90 days or less 10 be cash and cash equivalents,

CONCENTRATIONS OF CREDIT RISK -- Financial instruments, which potentially subject the
Company to credit risk, include cash and cash equivalents, marketable securities and trade accounts
receivable. The Company maintains cash and cash equivalents, marketable securities and certain other
financial instruments with various major financial institutions. The Company performs periodic
evaluations of the relative credit standing of these financial institutions and limits the amount of credit
exposure with any one institution. The Company’s customers generally are concentrated in the
semiconductor capital equipment industry. As a result the Company is generally exposed to credit risk
associated with this industry. Sales by the Company’s foreign subsidiaries are primarily denominated in
currencies other than the U.S. dollar. The Company establishes an allowance for doubtful accounts based
upon factors surrcunding the credit risk of specific customers, historical trends and other information.

54




MARKETABLE SECURITIES -- The Company’s investment in marketable securities, includes
commercial paper, municipal bonds and notes and institutional money markets. These investments are
classified as available for sale securities, and are recorded at fair value with changes in fair market value
recorded as unrealized holding gains or losses in other comprehensive loss, net of tax. Due to the short-
term, highly liquid nature of the marketable securities held by the Company, the cost, including accrued
interest on such investments, approximates fair value.

The Company also has investments in marketable equity securities which have been included in
deposits and other in the accompanying consolidated balance sheets, due to the Company’s expressed intent
and demonstrated ability to hold for greater than one year. These investments are classified as available-
for-sale securities and are reported at fair value with unrealized holding gains and losses included in other
comprehensive loss, net of tax.

INVENTORIES, NET -- Inventories include costs of materials, direct labor and manufacturing
overhead. Inventories are valued at the lower of market or cost, computed on a first-in, first-out basis and
are presented net of reserves for excess and obsolete inventory.

PROPERTY AND EQUIPMENT -- Property and equipment is stated at cost or estimated fair value
upon acquisition. Depreciation is computed using the straight-line method over thirty-five to forty years
for buildings; three to ten years for machinery, equipment, furniture and fixtures and vehicles; and three
years for computers and communication equipment. Amortization of leasehold improvements and leased
equipment is calculated using the straight-line method over the lease term or the estimated useful life of the
assets, whichever period is shorter. Additions, improvements, and major renewals are capitalized, while
maintenance, repairs, and minor renewals are expensed as incurred. When depreciable assets are retired, or
otherwise disposed of, the cost and related accumulated depreciation are removed from the accounts and
any related gains or losses are included in the consolidated statement of operations. Property and other
long-lived assets are reviewed for impairment whenever events or circumstances indicate that their carrying
amount may not be recoverable.

GOODWILL AND OTHER INTANGIBLE ASSETS -- Goodwill represents the excess of the cost over
the fair market value of net tangible and identifiable intangible assets of acquired businesses.

Goodwill and certain other intangible assets with indefinite lives are not amortized. Instead, goodwill
and other indefinite-lived intangible assets are subject to periodic (at least annual) tests for impairment. For
the periods presented, the Company does not have any indefinite-lived intangible assets, other than
goodwill. Impairment testing is performed in two steps: (i) the Company assesses goodwill for potential
impairment by comparing the fair value of its reporting unit with its carrying value, and (ii) if potential
impairment is indicated because the reporting unit’s fair value is less than its carrying amount, the
Company measures the amount of impairment loss by comparing the implied fair value of goodwill with
the carrying amount of that goodwill.

Finite-lived intangible assets continue to be amortized using the straight-line method over their
estimated useful lives and are reviewed for impairment whenever events or circumstances indicate that
their carrying amount may not be recoverable.

DEMONSTRATION AND CUSTOMER SERVICE EQUIPMENT -- Demonstration equipment is
manufactured product that is utilized for sales demonstration and evaluation purposes. Customer service
equipment is manufactured product that is utilized as replacement and loaner equipment to existing
customers.

Historically, the Company has amortized demonstration and customer service equipment over its
estimated useful life of two years. During the fourth quarter of 2004, as a result of the continuing process
of obtaining and analyzing historical data and the Company’s plan for use of the current and future
demonstration equipment, the Company made a change in the estimated useful life of the demonstration
equipment from two years to zero years. As a result of this change in estimate, the net book value of
demonstration equipment of approximately $3.2 million, net of tax, or $0.10 per share, was written off.
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The Company’s current policy is to record selling, general and administrative expense for the
demonstration equipment as it is placed into service at our customers’ or potential customers’ location.
Customer service equipment will continue to be amortized over its estimated useful life of two years.

FOREIGN CURRENCY TRANSLATION -- The functional currency of the Company's foreign
subsidiaries is their local currency, with the exception of the Company’s manufacturing facility in
Shenzhen, China where the U.S. dollar is the functional currency. Assets and liabilities of international
subsidiaries are translated to U.S. dollars at period-end exchange rates, and statement of operations activity
and cash flows are translated at average exchange rates during the period. Resulting translation
adjustments are recorded as a separate component of stockholders’ equity.

Transactions denominated in currencies other than the local currency are recorded based on exchange
rates at the time such transactions arise. Subsequent changes in exchange rates result in foreign currency
transaction gains and losses which are reflected in income as unrealized (based on period end translation)
or realized (upon settlement of the transactions). Unrealized transaction gains and losses applicable to
permanent investments by the Company in its foreign subsidiaries are included as cumulative translation
adjustments, and unrealized translation gains or losses applicable to non-permanent intercompany
receivables from or payables to the Company and its foreign subsidiaries are included in income.

RECLASSIFICATIONS -- Certain prior period amounts have been reclassified to conform to the
current period presentation.

(2) ACQUISITIONS

LITMAS -- During 1998, the Company acquired a 29% ownership interest in Litmas, a privately held,
North Carolina-based early-stage company that designed and manufactured plasma gas abatement systems
and high-density plasma sources. The purchase price consisted of $1.0 million in cash. On October 1,
1999, the Company acquired an additional 27.5% interest in Litmas for an additional $560,000. The
purchase price consisted of $385,000 in the Company’s common stock and $175,000 in cash. The
acquisition was accounted for using the purchase method of accounting and resulted in $523,000 allocated
to intangible assets as goodwill. The results of operations of Litmas have been consolidated in the
Company’s financial statements from the date the controlling interest of 56.5% was acquired. In October
2000, the Company acquired an additional 3.0% interest in Litmas for an additional $250,000, bringing the
Company’s ownership interest in Litmas to 59.5%. In April 2002, the Company completed its acquisition
of the 40.5% of Litmas that it did not previously own, by issuing approximately 120,000 shares of the
Company’s common stock valued at approximately $4.2 million, and approximately $400,000 of cash. The
acquisition of the remaining minority interest in Litmas resulted in approximately $5.0 million of additional
goodwill.

DRESSLER -- On March 28, 2002, the Company acquired Dressler HF Technik GmbH (“Dressler™), a
privately owned Stolberg, Germany-based provider of power supplies and matching networks, for a
purchase price of approximately $15.0 million in cash and a $1.7 million escrow. The escrow fund was
retained by the Company until January 2003, at which time the related escrow liability was settled. The
purchase price was also subject to a $3.0 million earn-out provision if Dressler achieved certain key
business objectives by March 30, 2003. These business objectives were not met prior to the expiration
date.

The Company believes that Dressler expands the Company's product offerings to customers in the
semiconductor, data storage, and flat panel equipment markets due to its strong power product portfolio
that includes a wide range of power levels and radio frequencies. In addition, with inroads already made
into the laser and medical markets, Dressler is used to explore new market opportunities for the Company.
Dressler also strengthens the Company's presence in the European marketplace. Dressler has well
established relationships with many European customers, who look to Dressler for innovative technical
capability, quality products, and highly responsive customer service.
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The acquisition was accounted for using the purchase method of accounting in accordance with SFAS
No. 141, “Business Combinations” (“SFAS No. 141”), and the operating results of Dressler are reflected in
the accompanying consolidated financial statements prospectively from the date of acquisition. The
tangible assets acquired and liabilities assumed were recorded at estimated fair values as determined by the
Company’s management. Goodwill and other intangible assets were recorded at estimated fair values
based upon independent appraisals.

The purchase price was allocated to the net assets of Dressler as summarized below (in thousands):

Cash and cash equivalents $ 680
Accounts receivable 1,939
Inventories 1,111
Other current assets 83
Property and equipment 260
Goodwill 9,405
Other intangible assets 7,750
Other assets 19
Accounts payable (314)
Accrued payroll (39)
Other accrued expenses (474)
Deferred tax liability (2,945)
Income taxes payable (725)
$16,750

The excess purchase price over the estimated fair value of tangible net assets acquired was allocated to
goodwill and other intangible assets (see Notes 1 and 8). The Company recognized approximately $2.3
million, $2.5 million and $769,000 of amortization expense related to these amortizable intangibles
acquired from Dressler for the years ended December 31, 2004, 2003 and 2002, respectively.

Prior to the combination, there were transactions between the Company and Dressler in the first three
months of 2002, during which time the Company purchased approximately $500,000 of inventory from
Dressler. These purchases were made in the normal course of the Company’s business.

AERA -- On January 18, 2002, the Company acquired Aera Japan Limited (“Aera”), a privately held
Japanese corporation. The Company effected the acquisition through its wholly owned subsidiary, AE-
Japan, which purchased all of the outstanding stock of Aera. The aggregate purchase price paid by AE-
Japan was 5.7 billion Japanese yen (approximately $44.0 million, based upon an exchange rate of 130:1),
which the Company funded from its available cash. In connection with the acquisition, AE-Japan assumed
approximately $34.0 million of Aera’s debt. Aera supplies the semiconductor capital equipment industry
with product lines that include digital mass flow controllers, pressure-based mass flow controllers, liquid
mass flow controllers, ultrasonic liquid flow meters and liquid vapor delivery systems.

The acquisition was accounted for using the purchase method of accounting in accordance with SFAS
No. 141 and the operating results of Aera are reflected in the accompanying consolidated financial
statements prospectively from the date of acquisition. The tangible assets acquired and liabilities assumed
were recorded at estimated fair values as determined by the Company’s management. Goodwill and other
intangible assets were recorded at estimated fair values based upon independent appraisals.
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The purchase price was allocated to the net assets of Aera as summarized below (in thousands):

Cash and cash equivalents $ 8276
Marketable securities 115
Accounts receivable 8,405
Inventories 19,243
Other current assets 530
Property and equipment 13,388
Goodwill 24,869
Other intangible assets 12,500
Other assets 427
Accounts payable (2,329)
Accrued payroll (2,924)
Other liabilities (2,164)
Deferred tax liability (4,765)
Current portion of long-term debt (12,008)
Long-term debt (19.598)
$43,965

There were no transactions between the Company and Aera prior to the combination. The excess
purchase price over the estimated fair value of tangible net assets acquired was allocated to goodwill and
other intangible assets (see Notes 1 and 8). The Company recognized approximately $1.5 million, $1.4
million and $3.0 million of amortization expense related to the amortizable intangibles acquired from Aera
for the years ended December 31, 2004, 2003 and 2002, respectively.

The pro forma results for the Company, Aera and Dressler for the year ended December 31, 2002,
assuming the acquisitions of Aera and Dressler occurred on January 1, 2002, are not presented as the
difference between the pro forma results and actual results are not material.

(3) RESTRUCTURING COSTS

Restructuring charges include the costs associated with actions taken by the Company primarily in
response to downturns in the semiconductor capital equipment industry. These charges consist of costs that
are incurred to exit an activity or cancel an existing contractual obligation, including the closure of facilities
and employee termination related charges.

Effective January 1, 2003, the Company adopted SFAS No. 146, “Accounting for Exit or Disposal
Activities”, which nullifies EITF Issue No. 94-3, “Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity.” SFAS No. 146 requires costs associated with exit or
disposal activities to be recognized when they are incurred, whereas under EITF Issue No. 94-3, a liability
was recognized at the date of an entity’s commitment to an exit plan. As related to employee termination
benefits, the provisions of SFAS No. 146 offer guidance on “one-time termination benefits”, and exclude
from the scope “on-going benefit arrangements”, therefore, the Company follows the guidance within
SFAS No. 146 for voluntary severances and other one-time termination benefits.

The accounting for the standard severance benefits that the Company pays for involuntarily severed
employees, considered an on-going benefit arrangement, is excluded from the scope of SFAS No. 146. For
these benefits, the Company follows the guidance under SFAS No. 88, “Employers’ Accounting for
Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits.” Severance
costs accounted for under SFAS No. 88 are accrued and recorded as restructuring expense when such
amount is probable that employees will be entitled to benefits and the amount can be reasonably estimated.

58




The following table summarizes the components of the restructuring charges, the payments and non-
cash charges, and the remaining accrual as of December 31, 2004, 2003 and 2002:

Employee
Severance and Facility Total
Termination Closure Restructuring
Costs Costs Charges
(Tn thounsands)

Accrual balance December 31, 2001 ... .ooivivniniiiiieeeieee e, $_965 $_462 $1.427
Third quarter 2002 restructuring charge................ 1,033 - 2,187 3,220
Fourth quarter 2002 restructuring charge 2,021 3,819 5.840

Total restructuring charges 2002 ...ccccocecrvniriiriii v 3,054 6,006 9,060

Payments and other settlements in 2002.......c.oceovrceeennnnn TN (2412) (2.086) (4.498)

Accrual balance December 31, 2002... ....ccoereieivnverenmiuvenreeninesneenns 1.607 4,382 5,989
First quarter 2003 restructuring charge..........o.cvvervennevcrceernnenenns 1,509 - 1,509
Second quarter 2003 restructuring charge ........ceeeevcieernecnenecnienae 670 98 768
Third quarter 2003 restructuring charge.........cocevvvcevnrerninncnvcnnnne 704 - 307 1,011
Fourth quarter 2003 restructuring charge .........cooceevvevennencccnnnneen 994 24 1,018

Total restructuring charges 2003 .........o.veecvvireneenvirinnreniseee e esens 3,877 429 4,306

Payments and other settlements in 2003.........cocecmmrvinnrevecireneeeeens (4,924) 2,196 (7.120)

Accrual balance December 31, 2003 .......oovoveeieneieieeneeeneens 560 2,615 3.175
First quarter 2004 restructuring charge........c.cvcvicorererernrcoricrnernans 220 - 220
Second quarter 2004 restructuring charge. .. 187 - 187
Third quarter 2004 restructuring charge........coverevvvnreneennrenens 57 31 &8
Third quarter 2004 restructuring reversal.............oovvunvenieninnen. (127) (126) (253)
Fourth quarter 2004 restructuring charge...........ocooeviciiiniennn. 3.639 31 3.670

Total net restructuring charges 2004......... 3,976 (64) 3,912

Payments and other settlements in 2004... (1,243) (1,430) (2.673)

Accrual balance December 31, 2004 .........5 i eeeccinseneeserssensrennns $3,293 $1,121 34414

The Company recorded restructuring charges totaling $9.1 million in 2002, primarily associated with
changes in operations designed to reduce redundancies and better align the Company’s Aera mass flow
controller business within its operating framework. The Company’s restructuring plans and associated
costs consisted of $6.0 million to close and consolidate certain manufacturing facilities, and $3.1 million
for related headcount reductions of approximately 223 manufacturing and administrative employees in the
Company’s U.S. operations. '

Included in the 2002 expense are charges for the closure of a portion of the Company’s Voorhees, New
Jersey manufacturing facilities, due to the transfer of the manufacturing of these products to Fort Collins,
Colorado; the closure of a manufacturing facility in Fort Collins; the closure of a manufacturing facilities in
Longmont, Colorado, due to the transfer of the manufacturing, of these products to Fort Collins, Colorado
and ultimately to Shenzhen, China; and the closure of Litmas. During the fourth quarter of 2002, the
Company closed its San Jose, California sales and service location; and the Company’s Austin, Texas
manufacturing facility for the Aera-brand mass flow controller products, due to the transfer of the
manufacturing of these products to Hachioji, Japan, to be co-located with Aera Japan Limited. These costs
consisted primarily of payments required under operating lease contracts and costs for writing down related
leasehold improvements.

At the end of 2002, the Company announced major changes in its operations to occur through the end
of 2003. These included establishing a new manufacturing facility in China, consolidating worldwide sales
forces, a move to high-quality, low-cost suppliers local to our Shenzhen, China facility (“Tier 1 Asian
suppliers™), and the intention to close or sell certain facilities.
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Associated with the above plan, the Company recognized charges during 2003 as follows:

¢ Inthe first quarter of 2003, the Company recorded charges totaling approximately $1.5
million primarily associated with manufacturing and administrative personnel headcount
reductions in the Company’s Japanese operations. In accordance with Japanese labor
regulations the Company offered voluntary termination benefits to all of its Japanese
employees. The voluntary termination benefits were accepted by 36 employees, with
termination dates in the second quarter of 2003. »

o In the second quarter of 2003, the Company recognized charges totaling $768,000 that
consisted primarily of the involuntary termination of 55 manufacturing and administrative
personnel in the Company’s U.S. operations.

¢ Inthe third quarter of 2003, the Company recognized charges of approximately $1.0 million
that consisted of $704,000 of expense for involuntary employee termination benefits for 20
employees and $307,000 related to asset impairments incurred as a result of exiting its
Longmont, Colorado manufacturing facilities.

¢ In the fourth quarter of 2003, the Company recognized approx1mately $1.0 million that
consisted primarily of the recognition of expense for involuntary employee termination
benefits associated with the involuntary employee termination benefits of 34 manufacturing
and administrative personnel in the Company’s U.S. operations.

In the first, second and third quarters of 2004, the Company recorded restructuring charges of
$220,000, $187,000 and $88,000, respectively, which primarily consisted of the recognition of expense for
involuntary employee termination benefits associated with headcount reductions of approximately 34, 12
and 4 employees, respectively, in the Company’s U.S. operations. All affected employees were terminated
prior to the respective quarter ends. Additionally, in the third quarter, the Company reversed $253,000 of
previously recorded charges due to variances from the original estimates'used to establish the Company’s
reserve, consequently, the Company’s restructuring accrual balance for employee severance and
termination costs was $0 at September 30, 2004.

In the fourth quarter of 2004, the Company recorded restructuring charges of $3.7 million. The $3.7
million charge primarily consisted of employee termination and related costs associated with the
involuntary severance of 212 employees, including 60 agency employees, at the Company’s Fort Collins
facility. All of such charges relate to separation.costs anticipated to be paid to the terminated
employees, in cash, by the end of the-second quarter of 2005. The need to reduce headcount in
Fort Collins resulted primarily from the transfer of a substantial portion of the Company’s
manufacturing operations to Shenzhen, China.

(4) MARKETABLE SECURITIES

Marketable securities consisted of the following:

December 31,
2004 2003
) - . (In thousands)
Commercial PAPET .......covrirerieimerrereame seeinrinieess e rieresneneseeensisione ST SRR URVPIN ’ $43,459 $40,792
Municipal bonds and notes........ 20,332 46,762
Institutional money markets 5.787 5.816

$69,578 $23.370

Total marketable securitites

These marketable securities are considered available-for-sale and are stated at period end market value.
The commercial paper consists of high-credit quality, short-term money market common and preferreds,
with maturities or reset dates of 120 days or less.

At December 31, 2004 and 2003, the Company also had $3.6 million and $4.8 million, respectively, of

investments in marketable equity securities which are included in deposits and other in the accompanying
consolidated balance sheets, due to the Company’s expressed intent and demonstrated ability to hold for
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greater than one year. These investments are classified as available-for-sale securities and are reported at
fair value with unrealized holding gains and losses included in other comprehensive loss, net of tax.

During the fourth quarter of 2002, the fair value of one of these securities continued a substantial
decline, and the Company determined the decline was other than temporary. As a result, the Company
recorded an impairment charge of approximately $1.5 million. In the first quarter of 2003, this security
contimied to decline in value, and the Company recorded an additional impairment charge of $175,000.
Since the first quarter of 2003, the value of this security has appreciated which has been reflected as a
component of other comprehensive loss, net of tax.

(5) ACCOUNTS RECEIVABLE - TRADE

Trade accounts receivable consisted of the following:
December 31,

2004 2003
(In thousands)
DIOMESHIC ... cvrveeieeeees ettt rebe e emries e sttt sa e r e s te s cot st s bea st s cess e cetsaser s ebnbe s sone cenaenen $16,612 $17,100
FOreign. oo 51,047 41,359

Allowance for doubtful accounts
Total accounts receivable - trade

(1,049) (1,303)
$66.610 $31.156

(6) INVENTORIES, NET

Net inventories consisted of the following:
December 31,

2004 2003
(In thousands)
Parts and FAW MALETIAIS ...veevvvereeveeriereeseseereeeseeseesreestaeretsseesatensesasessststeessseseanesessanssesreons $54,069 $47,120
Work in process 4,491 4,385
Finished goods....... 14,664 14,198

Total inventories, net

$13.224 $65,703

Inventories include costs of materials, direct labor and manufacturing overhead. Inventories are valued
at the lower of market or cost, computed on a first-in, first-out basis. Inventory is expensed as cost of sales
upon recognition of revenue.

(7) PROPERTY AND EQUIPMENT

Property and equipment consisted of the following:

December 31,
2004 2003
(In thousands)
LGN et ettt e £ e ekttt $ 5,127 $ 5,663
Buildings.....c.occcccerininne 5,738 4,293
Machinery and equipment.........c.ccccccovenann. 40,196 36,039
Computers and communication equipment : 28,954 24,324
Furniture and fiXtures ........c.oooeecnvccveerionees 6,221 6,268
Vehicles ..o, 290 1,368
Leasehold IMPIOVEIMENIS. ....ccocirireeeieiier ettt sttt abe e e eiana 17.684 17618
104,210 95,573
Less — accumulated depreciation ..o e s (59.464) (50,848)
Total property and SQUIPIMENE ...c.ocvveremcereernmimioscnriiereticeseiserassessreesseassasstessrsssessanrsenses $44,746 $44,725

Aggregate depreciation expense related to property and equipment for the years ended December 31,
2004, 2003 and 2002, was $13.7 million, $12.7 million and $13.4 million, respectively.

In the fourth quarter of 2002, in conjunction with the restructuring of its operations, the Company
determined that certain facilities would be closed. The Company performed an analysis of the fair value of
certain long-lived assets, including land and buildings acquired in conjunction with the Company’s
acquisition of Engineering Measurements Company in January 2001. As a result, the Company recorded
impairments of property and equipment of $1.6 million, which has been reflected as restructuring charges
in the consolidated statement of operations.
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(8) GOODWILL AND OTHER INTANGIBLE ASSETS

Goodwill and other intangible assets consisted of the following as of December 31, 2004:

Effect of Weighted-
Gross Changes in Average
Carrying Exchange Accumulated Net Carrying  Useful Life
Amount Rates Amortization Amount in Years

(In thousands, except weighted-average useful life)
Amortizable intangibles:

Technology-based.......omiicrisnnin $ 7,304 $ 1,741 $ (5,290) $ 3,755 6

Contract-based .......... 1,200 222 (1,386) 36 4

Trademarks and other . 8,500 2,689 (2,948) 8,24] 17

Total amortizeble intangibles.......ouinn 12,004 4,652 (9.624) 12,032 1
GoodWilleoiennssnsarmemonnan 55,104 13,172 68,276

Total goodwill and other intangible assets 72,108 317,824 gg@ M

Goodwill and other intangible assets consisted of the following as of December 31, 2003:

Effect of Weighted-
Gross Changes in Average
Carrying Exchange Accumulated  Net Carrying  Useful Life
Amount Rates Amortization Amount in Years

(In thousands, except weighted-average useful life)
Amortizable intangibles:

Technology-based......oovvnurnininiievcrnnnnns § 7,304 $ 1,544 $ (3,906) $ 4,942 6

Contract-based ........... . 9,210 1,709 (5,882) 5,037 4

Trademarks and other .... 8,500 2,363 (1.409) 9.454 17

Total amortizable intangibles.......coocvrecen. 25,014 5.616 11,197 19,433 11
GOOAWill.. i 58,629 10,881 69,510

Total goodwill and other intangible assets ~ § 83,643 SlﬁA9l M 588,943

The Company’s goodwill and other intangible assets have primarily resulted from purchases of
Japanese and German companies, and accordingly, carrying amounts for these assets are impacted by
changes in foreign currency exchange rates.

Aggregate amortization expense related to amortizable intangibles for the years ended December 31,
2004, 2003 and 2002, was $3.9 million, $4.6 million and $5.5 million, respectively. Estimated
amortization expense related to the Company’s acquired intangibles fluctuates with changes in foreign
currency exchange rates between the U.S. dollar and the Japanese yen and the euro. Estimated
amortization expense related to amortizable intangibles for each of the five years 2005 through 2009 is as
follows (in thousands):

Estimated

Amortization

Expense

(in thousands)
$2,173

In the fourth quarter of 2004, the Company performed its annual goodwill impairment test, and
concluded that no impairment of goodwill existed at the measurement date, as the estimated fair value of
the Company’s reporting unit exceeded its carrying amount. For the year ended December 31, 2004,
goodwill was reduced by approximately $3.3 million due to the reversals of deferred tax asset valuation
allowances established in purchase accounting (see Note 12).

During the fourth quarter of 2004, in conjunction with the Company’s financial forecasting for future
periods, it was evident that projectéd cash flows from certain customers of Dressler were substantially
below amounts projected at the time of acquisition, which were considered in determining the fair value of
certain contract-based and other amortizable intangible assets recorded at acquisition. As a result, the
Company performed assessments of the carrying values of the related amortizable intangible assets. These
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assessments consisted of estimating the intangible asset’s fair value and comparing the estimated fair value
to the carrying value of the asset. The Company estimated the intangible asset’s fair value through the use
of projected cash flows based upon projected revenue streams over the life of the asset, discounted at rates
consistent with the risk of the related cash flows. Based on this analysis the Company determined that the
fair values of certain intangible assets were below the respective carrying values, and recorded impairment
charges of approximately $2.9 million, which has been reported as an impairment of intangible assets in the
accompanying consolidated statement of operations.

Also during the fourth quarter of 2004, in conjunction with the Company’s restructuring plan,
employees who were the subject of certain contract-based amortizable intangibles were severed from the
Company or their responsibilities were altered. As a result, the Company performed assessments of the
carrying values of the related amortizable intangible assets. These assessments consisted of estimating the
intangible asset’s fair value and comparing the estimated fair value to the carrying value of the asset. The
Company estimated the intangible asset’s fair value through the use of a lost profits method of determining
the fair value, arriving at projected cash flows which were then discounted at rates consistent with the risk
of the related cash flows. Based on this analysis the Company determined that the fair values of certain
intangible assets were below the respective carrying values, and recorded impairment charges of
approximately $397,000, which has been reported as an impairment of intangible assets in the
accompanying consolidated statement of operations.

During the third quarter of 2003, the Company determined that one of its mass flow controller products
would not conform to changing customer technology requirements, and as such would no longer be
accepted by the Company’s customers. As a result, the Company performed an assessment of the carrying
value of the related intangible asset. This assessment consisted of estimating the intangible asset’s fair
value and comparing the estimated fair value to the carrying value of the asset. The Company estimated
the intangible asset’s fair value by applying a hypothetical royalty rate to the projected revenue stream and
using a cash flow model discounted at rates consistent with the risk of the related cash flows. Based on this
analysis the Company determined that the fair value of the intangible asset was minimal and recorded an
impairment charge of approximately $1.2 million, which has also been reported as an impairment of
intangible assets in the accompanying consolidated statement of operations.

In the fourth quarter of 2002, the Company’s sales to the semiconductor capital equipment industry
declined substantially from the third quarter of 2002. As a result the Company evaluated the carrying
amount of assets acquired from Symphony by comparing its estimated future cash flows to its carrying
value. This analysis indicated that the Company’s investment was impaired by approximately $1.9 million,
which has been reflected as impairment of intangible assets in the accompanying consolidated statement of
operations.

(9) SENIOR BORROWINGS

Senior borrowings consisted of the following:
December 31,
2004 2003
(In thousands)

Revolving line of credit of $25 million, expiring May 2005, interest at bank’s

prime rate minus 1%, (4.00% at December 31, 2004) ..o $ -- 3 -
Senior borrowings (assumed in the acquisition of Aera), maturing serially through April

2010, interest from 1.5% to 3.1% at December 31, 2004 ......cccoecricieiecioeeeieiene 5,953 13,933
Mortgage note payable, maturing July 2007, interest at 3.0% at December 31, 2004 ... 1,737 --
LSS — CUITENE POFTION «..vvrvereieeiecsiesiesevserssssses s et sesssssrmssessesesesssss e sssessesss s essens serans (3.432) (8.028)
Senior borrowings, net of current portion $ 4258 $ 5,905

The Company is subject to covenants on its line of credit that provide certain restrictions related to
working capital, leverage, net worth, acquisitions, and payment and declaration of dividends. The
Company was in compliance with these covenants at December 31, 2004. The senior borrowings assumed
in the acquisition of Aera and the mortgage note payable are collateralized by the Company’s buildings in
Japan and Korea, respectively.
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Scheduled maturities of the Company’s outstanding borrowings and convertible subordinated notes
payable (see Note 10) are as follows at December 31, 2004: :

Convertible
Bank Loans Subordinated Notes Total
(In thousands)
$3,432 $ - $ 3,432
2,185 187,718 189,903
2,073 - 2,073
$ 7,690 $187,718 $195.408

(10) CONVERTIBLE SUBORDINATED NOTES PAYABLE

In August 2001, the Company issued $125.0 million of 5.00% convertible subordinated notes. These
notes mature September 1, 2006, with interest payable on March 1* and September 1* of each year
beginning March 1, 2002. Net proceeds to the Company were $121.25 million, after deducting $3.75
million of offering costs, which have been capitalized and are being amortized as additional interest
expense over a period of five years. Holders of the notes may convert the notes at any time before maturity
into shares of the Company’s common stock at a conversion rate of 33.5289 shares per each $1,000
principal amount of notes, equivalent to a conversion price of $29.83 per share. The conversion rate is
subject to adjustment in certain circumstances. The Company may redeem the notes from September 4,
2004 through August 31, 2005 at 102% times the principal amount, from September 1, 2005 through
August 31, 2006 at 101% times the principal amount, and thereafter at 100% of the principal amount.
Upon any provisional redemption, the Company will make an additional payment in cash with respect to
the notes called for redemption in an amount equal to $150.56 per $1,000 principal amount of notes, less
the amount of any interest paid on the note. The Company may also make this additional payment in
shares of its common stock, and any such payment will be valued at 95% of the average of the closing
prices of the Company’s common stock for the five consecutive trading days ending on the day prior to the
redemption date. The Company will be obligated to make an additional payment on all notes called for
provisional redemption. The notes are subordinated to the Company’s present and potential future senior
debt, and are effectively subordinated in right of payment to all indebtedness and other liabilities of the
Company’s subsidiaries. At December 31, 2004, approximately $2.0 million of interest expense related to
these notes was accrued as a current liability.

In November 1999, the Company issued $135.0 million of 5.25% convertible subordinated notes.
These notes mature November 15, 2006, with interest payable on May 15" and November 15" each year
beginning May 15, 2000. Net proceeds to the Company were approximately $130.5 million, after
deducting $4.5 million of offering costs, which have been capitalized and are being amortized as additional
interest expense over a period of seven years. Holders of the notes may convert the notes at any time into
shares of the Company’s common stock at a conversion rate of 20.1898 shares per each $1,000 principal
amount of notes, equivalent to a conversion price of $49.53 per share. The conversion rate is subject to
adjustment in certain circumstances. The Company may redeem the notes on or after November 19, 2002
at a redemption price of 103% of the principal amount, and may redeem at successively lesser amounts
thereafter until November 15, 2006, at which time the Company may redeem at a redemption price equal to
the principal amount. At December 31, 2004, approximately $435,000 of interest expense related to these
notes was accrued as a current liability.

In October and November 2000, the Company repurchased an aggregate of approximately $53.4
million principal amount of its 5.25% convertible subordinated notes in the open market, for a cost of
approximately $40.8 million.

In October and November 2002, the Company repurchased approximately $15.4 million and $3.5
million principal amounts of its 5.25% and 5.00% convertible subordinated notes, respectively. These
purchases were made in the open market, for a cost of approximately $14.5 million, resulting in a pre-tax
gain of $4.2 million. At December 31, 2004 and 2003, approximately $66.2 million and $121.5 million
principal amounts of the 5.25% and 5.00% notes, respectively, remained outstanding.
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(11) EARNINGS PER SHARE

Basic earnings per share (“EPS™) is computed by dividing income (loss) available to common
stockholders by the weighted-average number of common shares outstanding during the period. The
computation of diluted EPS is similar to the computation of basic EPS except that the numerator is
increased to exclude certain charges which would not have been incurred, and the denominator is increased
to include the number of additional common shares that would have been outstanding (using the if-
converted and treasury stock methods), if securities containing potentially dilutive common shares
(convertible notes payable and stock options) had been converted to such common shares, and if such
assumed conversion is dilutive. For the years ended December 31, 2004, 2003 and 2002, certain stock
options outstanding and the conversion of the Company’s convertible subordinated notes payable were not
included in this calculation because to do so would be anti-dilutive. Due to the Company’s net loss for
vears ended December 31, 2004, 2003 and 2002, basic and diluted EPS are the same, as the assumed
conversion of all potentially dilutive securities would be anti-dilutive. Potential shares of common stock
issuable under options for common stock at December 31, 2004, 2003 and 2002 were approximately 4.7
million, 4.0 million and 3.6 million, respectively. Potential shares of common stock issuabie upon
conversion of the Company’s convertible subordinated notes payable were 5.4 million at December 31,
2004, 2003 and 2002.

(12) INCOME TAXES

The Company accounts for income taxes in accordance with SFAS No. 109, “Accounting for Income
Taxes.” SFAS No. 109 requires deferred tax assets and liabilities to be recognized for temporary
differences between the tax basis and financial reporting basis of assets and liabilities, computed at current
tax rates, as well as for the expected tax benefit of net operating loss and tax credit carryforwards. During
2004 and 2003, the Company recorded valuation allowances against certain of its United States and foreign
net deferred tax assets in jurisdictions where the Company has incurred significant losses in recent years.
Given such experience, the Company’s management could not conclude that it was more likely than not
that these net deferred tax assets would be realized. While there were indications that the markets in which
the Company operates may have improved in future periods, the Company’s management, in accordance
with SFAS No. 109, in evaluating the recoverability of these net deferred tax assets, was required to place
greater weight on the Company’s historical results as compared to projections regarding future taxable
income. If the Company generates future taxable income, or should the Company be able to conclude that
sufficient taxable income is reasonably assured based on profitable operations, in the appropriate tax
jurisdictions, against which these tax atiributes may be applied, some portion or all of the valuation
allowance will be reversed and a corresponding reduction in income tax expense will be reported in future
periods. Approximately $2.3 million of the valuation allowance relates to the benefit from stock-based
compensation. Any reversal of valuation allowance from this item will be reflected as a component of
stockholders’ equity.

When recording acquisitions, the Company has recorded valuation allowances due to the uncertainty
- related to the realization of certain deferred tax assets existing at the acquisition dates. The amount of
deferred tax assets considered realizable is subject to adjustment in future periods if estimates of future
taxable income are changed. Any reversals of valuation allowances recorded in purchase accounting will
be reflected as a reduction of goodwill in the period of reversal. For the year ended December 31, 2004,
valuation allowances established in purchase accounting were reversed with a corresponding reduction in
goodwill of approximately $3.3 million.
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The income tax provision of $3.9 million in 2004 represents an effective tax rate of negative 45% and
the income tax provision of $11.8 million in 2003 represents an effective tax rate of negative 36%, due to
taxable income earned in certain foreign jurisdictions. The income tax benefit of $22.3 million for 2002
represents an effective tax rate of 35%. The provision (benefit) for income taxes for the years ended
December 31, 2004, 2003 and 2002 was, as follows:

December 31,

2004 2003 2002
(In thousands)
FARIAL.....oiiicii ettt et et en e et $ - $8,437 $(18,575)
State and local .. . - 784 (2,178)
FOT@IM LAXES . c..oveieeieececeerteie et ee e ettt n st et ea st b s ss bt e b s s nanes 3.94 2,580 (1,540)
$3,947 $11,801 $(22,293)
CUITENE vttt err et ss st sse s et ebasessesesssnssesvsensessssrassesseressasesasasersnrtesssassansessans $ 3,503 $ 35372 $(15,405)
DIFRITEA. ..o oveee ettt ettt bbb an st 444 6.429 (6.888)

$.3,947 $11,801 $(22.293)

The following reconciles the Company’s effective tax rate to the federal statutory rate for the years
ended December 31, 2004, 2003 and 2002:

December 31,

2004 2003 2002
(In thousands)
Income tax benefit per federal STAULOTY TALE . ....ovcvureerurerrireecrsenenmreermmmsinesseesanssinnaeens $ (3,080) $(11,354) $(22,293)
State income taxes, net of federal dedUCtion .......ccocorvvvverireercenccnnirenire e ees (810) (1,328) (1,414)
Extraterritorial income exclusion ...........ccooveveenee (350) (350) (262)
Nondeductible intangible and goodwill amortization 98 98 183
Other permanent tems, Net........c.oovenrenrecnriirieninenes (514) (456) 760
Effect of foreign taxes............ (415) (333) (272)
Change in valuation allowance .. 7,884 29,130 1,255
Tax credits and Other HEMS ......cocueiierierei e ev e eae s eb st 1,134 (3.606) (250)

$.3,947 SLLROI  $(22.293)
The sources of the Company’s deferred income tax assets and liabilities are summarized as follows:

December 31,
2004 2003
(In thousands)

Current:
Employee bonuses and commissions.........c.venecrirmneen. $ 31 $ 314
Warranty reserve 2,493 2,463
Bad debt reserve..... 201 533
Vacation accrual........ 833 806
Restructuring accrual 1,545 1,222
Excess and obsolete inventory 3,156 4,093
OtheT..uieeenieieiinecnrncens 2,604 988
Valuation allowance.. (10.863) (10,419)
NEt CUITENt. .. e e, - --
Long-term:
Net operating loss and tax credit carryforward .............. 42,284 38,246
Accumulated other comprehensive income...... (7,099) (5,464)
Depreciation and amortization................... (2,454) (7,898)
Other, N8t ..., 2,963 3,340
Valuation allowance.. {39,403) (32,896)
Netlong-term.......ooovevviiiiiiiriniini i $(3,709) $(4.672)

The following reconciles the change in the net deferred income tax liability from December 31,
2003 to December 31, 2004, to the deferred income tax provision:

2004
(In thousands)
Net change in deferred income tax liability from the preceding table...... ..........ocovviviiiiiiiii e $ (963)
Net change in deferred tax liability associated with foreign currency fluctuation ..............c....c..e (246)
Net change in deferred tax liability associated with purchase accounting ~ reduction in Goodwill..... 3,288
Increase in deferred tax liability associated with other comprehensive income (1,6335)
Deferred income tax provision for the Period ........ceeoiiriiiiciniin cei e $. 444




As of December 31, 2004, the Company had a gross federal net operating loss, alternative minimum tax
credit and research and development credit carryforwards of approximately $85 million, $2 million and $4
million, respectively, which may be available to offset future federal income tax liabilities. The federal net
operating loss and research and development credit carryforwards expire at various dates through
December 31, 2024, the alternative minimum tax credit carryforward has no expiration date. In addition, as
of December 31, 2004, the Company had a gross foreign net operating loss carryforward of $4 million,
which may be available to offset future foreign income tax liabilities and expire at various dates through
December 31, 2008.

The domestic versus foreign component of the Company’s net loss before income taxes for the years
ended December 31, 2004, 2003 and 2002, was as follows:

December 31,
2004 2003 2002
(In thousands)
DOIMESTIC c1vnvversrirererereenrirescareeeses bt e s seesesenecanssssesnesensensanesesneserecssinmrersenins $(20,725) $(35,137) $(60,070)
FOTBIEN .ottt 11,925 2,697 (3.622)

$ (8800  $(32.440)  $(63,692)
(13) RETIREMENT PLANS

The Company has a 401(k) profit sharing plan which covers most full-time employees age eighteen or
older. Participants may defer up to the maximum amount allowed as determined by law. Participants are -
immediately vested in their contributions.

The Company may make discretionary contributions based on corporate financial results. In 2002, the
Company’s contribution for participants in its 401(k) plan was 10% matching on contributions by
employees up to 6% of the employee’s compensation. In 2003, the Company increased its matching
contributions to 25% matching on contributions by employees up to 6% of the employee’s compensation;
such contribution level was maintained for 2004. The Company’s total contributions to the plan were
approximately $698,000, $635,000 and $272,000 for the years ended December 31, 2004, 2003 and 2002,
respectively. Vesting in the profit sharing contribution account is based on years of service, with most
participants fully vested after four years of credited service.

(14) COMMITMENTS AND CONTINGENCIES

The Company has committed to purchase approximately $5.0 million of parts, components and
subassemblies in 2005 and $2.5 million in 2006. This inventory purchase obligation represents a minimum
purchase commitment to ensure the Company has an adequate supply of critical components to meet the
demand of its customers. The Company believes these inventory purchases will be consumed in its on-
going operations during the respective years of purchase commitment.

The Company has also committed to advance up to $850,000 to a privately held company in exchange
for an exclusive intellectual property license. The amount and timing of this advance is dependent upon the
privately held company achieving certain development milestones. As of December 31, 2004,
approximately $50,000 has been advanced under this agreement, which was recorded within research and
development expense in the consolidated statement of operations.

DISPUTES AND LEGAL ACTIONS

The Company is involved in disputes and legal actions arising in the normal course of its business.
Currently and historically, the Company’s most significant legal actions have involved the application of
patent law to complex technologies and intellectual property. The determination of whether such
technologies infringe upon the Company’s or others’ patents is highly subjective. This high level of
subjectivity introduces substantial additional risk with regard to the outcome of the Company’s disputes
and legal actions related to intellectual property. While the Company currently believes that the amount of
any ultimate potential loss for currently-known matters would not be material to the Company’s financial
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position, the outcome of these actions is inherently difficult to predict. In the event of an adverse outcome,
the ultimate potential loss could have a material adverse effect on the Company’s financial position or
reported results of operations in a particular period. An unfavorable decision, particularly in patent
litigation, could require material changes in production processes and products or result in the Company’s
inability to ship products or components found to have violated third-party patent rights. The Company
accrues loss contingencies in connection with its litigation when it is probable that a loss will occur and the
amount of the loss can be reasonably estimated.

In April 2003, the Company filed a claim in the United States District Court for the District of Colorado
seeking a declaratory ruling that its new plasma source products Xstream™ With Active Matching
Network™ (“Xstream products™) are not in violation of U.S. Patents held by MKS Instruments, Inc.
(“MKS”). This case was transferred by the Colorado court to the United States District Court for the
District of Delaware for consolidation with a patent infringement suit filed in that court by MKS in
May 2003, alleging that the Company’s Xstream products infringe five patents held by MKS. On July 23,
2004, a jury returned a verdict of infringement of three MKS patents, which did not stipulate damages. The
court has not enjoined the Company from selling the Xstream products. The Company has filed four
separate motions to have the verdict set aside based upon defects in the trial. The court has not scheduled
any further activity in the case, including trial of the Company’s patent invalidity and inequitable conduct
defenses, while the post-trial motions are being reviewed. Potential liability, if any, resulting from the jury
verdict is indeterminable at this time, and therefore no amount has been accrued by the Company in the
accompanying consolidated financial statements.

On June 2, 2004, MKS filed a petition in the District Court in Munich, Germany, alleging infringement
by the Company’s Xstream products of a counterpart German patent owned by MKS. On August 4, 2004,
this court dismissed MKS’s petition and assessed costs of the proceeding against MKS. MKS refiled an
infringement petition in the District Court of Mannheim. At a hearing held on February 18, 2005, the
Mannheim court indicated that a decision on the infringement allegation would be rendered on April 8,
2005. A petition for invalidity of MKS’s patent brought by the Company is still pending before the
German Federal Patent Court.

On July 12, 2004, the Company filed a complaint in the United States District Court for the District of
Delaware against MKS alleging that MKS’s Astron reactive gas source products infringe Advanced
Energy’s U.S. Patent No. 6,046,546. A stipulation of voluntary dismissal of the action was filed by the
parties on March 9, 2005, which leaves the Company free to refile its claims upon conclusion of MKS’s
lawsuit against the Company’s Xstream producis.

On September 17, 2001, Sierra Applied Sciences, Inc. (“Sierra”) filed for declaratory judgment asking
the U.S. District Court for the District of Colorado to rule that its products did not infringe the Company’s
U.S. patent no. 5,718,813 and that the patent was invalid. On March 24, 2003, the Court granted the
Company’s motion to dismiss the case for lack of subject matter jurisdiction. The Court of Appeals for the
Federal Circuit affirmed the dismissal on April 13, 2004 as to all of Sierra’s current activities, but
remanded for findings related to past sales of older products. The case was settled and dismissed on
September 2, 2004 under terms of a settlement agreement that provided for no monetary consideration to be
paid by either party.

In May 2002, the Company recognized approximately $4.2 million of litigation damages pertaining to
a judgment entered by a jury against the Company and in favor of MKS in a patent-infringement suit in
which the Company was the defendant. The Company has entered into a settlement agreement with MKS
allowing it to sell the infringing product subsequent to the date of the jury award. The settlement
agreement is in effect until all patents subject to the litigation expire. Under the settlement agreement,
royalties payable to MKS from sales of the related product were not material in any of the periods
presented.
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CAPITAL LEASES

The Company finances a portion of its property and equipment under capital lease obligations at
interest rates averaging approximately 3%. The future minimum lease payments under capital lease
obligations as of December 31, 2004 are as follows:

(In thousands)

2005 ettt et e b e e bt R E R b A e b e b eE b h e bbb e E 4 E ke b eh e bbbt bbbttt $303
2006.... 225
2007 112
2008 57
2009 . ettt e e e e a4t eb bRt ket aahea bt b4 e b e AR ek ea s et e b e b oAt es e st e sk te ke e ke b nR e e e nheabeebe ke nrant 40
Total MINIMUIT IEASE PAYITIEMES ....vivieriieriis ettt sas e e ee bbb st enes 737
Less -- amount representing interest... 22)
LL@SS == CULTENT POTLIOI. ..eveuvieiserecetieaisieitesresseaseetesesteass s bsss b ssesetes b nassesase s aass e b et e o anes s s esnbebebes s aere e s aa s e e et ene (294)
$421

OPERATING LEASES

The Company has various operating leases for automobiles, equipment, and office and production
facilities (see Note 16). Lease expense under operating leases was approximately $6.2 million, $6.3
million, and $6.5 million for the years ended December 31, 2004, 2003 and 2002, respectively.

The future minimum rental payments required under non-cancelable operating leases as of
December 31, 2004 are as follows:

- (In thousands)

$6,062
5,492
4,443
3,761
2,957
9.432
$32,147

(15) FOREIGN OPERATIONS AND MAJOR CUSTOMERS

The Company has operations in the United States, Eﬁroﬁe and Asia. The following is a summary of
the Company’s operations by region:

Years Ended December 31,

2004 2003 2002
- - - o (In thousands)
Sales (1): - . .
Originating in U.S. and sold to domestic CUSIOMETS ..c..covvurrercerrereconee $207,279 $124,128 $141,637
Originating in U.S. and sold to foreign customers ... 42,407 35,509 24,607
Originating in Europe and sold to domestic customers. . 115 . 57 2,108
Originating in Europe and sold to foreign customers........... 36,151 24,492 18,672
Originating in Asia Pacific and sold to domestic customers 608 -- --
Originating in Asia Pacific and sold to foreign customers........c.ccocccoc.c. 108.745 78.216 51,874
, $395.305 5262400 - S238.8%%
Loss from operations:
UNIEA STALES ...evricceriierieeecnseireree e et en e $(13,603) $(27,639) $(57,305)
(1,540) 559 (725)
13,508 4811 1,865
. 91 (863) (5,820
’ $.(1.544) $23.132) 5(61.985)
Identifiable assets: ‘ . ’

United StAtes. ..ot fes e, SO IRPORRO $411,324 $424,661

43,011 . 48,150

280,351 210,585

(338.711) (268.665)
$395.975 $414,731

(1) These sales amounts do not contemplate where our customers‘may subsequently transfer our products.
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Intercompany sales among the Company’s geographic areas are recorded on the basis of intercompany
prices established by the Company.

The Company has a major customer (sales in excess of 10% of total sales) that is a manufacturer of
semiconductor capital equipment. Sales to this customer accounted for the following percentages of sales
for the years ended December 31, 2004, 2003 and 2002:

December 31,
2004 2003 2002
Applied Materials, INC. .....ccocvinmiinici e e 27% 20% 27%

There were no other customers that represented greater than 10% of the Company’s total sales for the
years ended December 31, 2004, 2003 and 2002.

Trade accounts receivable from Applied Materials, Inc. were approximately $7.8 million as of
December 31, 2004, which represented approximately 12% of the Company’s total trade accounts
receivable. At December 31, 2004, trade accounts receivable from ULVAC, Inc. were approximately
$17.4 million, representing approximately 26% of the Company’s total trade accounts receivable. No other
customers had a trade accounts receivable balance in excess of 10% of the total trade accounts receivable at
December 31, 2004.

(16) RELATED PARTY TRANSACTIONS

The Company leases its executive offices and manufacturing facilities in Fort Collins, Colorado from
two limited liability partnerships, in which the Company’s Chief Executive Officer holds an interest. The
leases relating to these spaces expire in 2009, 2011 and 2016, and contain monthly payments of
approximately $87,000, $69,000 and $85,000, respectively.

For each of the years ended December 31, 2004 and 2003 approximately $2.8 million was paid
attributable to these leases. For the year ended December 31, 2002, approximately $2.7 million was paid
attributable to these leases. Rent and related amounts are expensed as incurred.

The Company also has an agreement whereby monthly payments of approximately $12,000 are made
to one of the above mentioned limited liability partnerships, which secures future leasing rights on a parcel
of land in Colorado. Such amounts are expensed as incurred. Approximately $132,000 was paid
attributable to this agreement for the year ended December 31, 2004, and $156,000 for each of the years
ended December 31, 2003 and 2002. :

The Company leased, for business purposes, a condominium owned by a partnership of certain
stockholders, including the Company’s Chief Executive Officer. The Company paid the partnership
$10,000, $60,000 and $67,000 in 2004, 2003 and 2002, respectively. In February 2004, this lease

agreement was terminated.

The Company charters aircraft from time to time from a company owned by the Company’s Chief
Executive Officer. Aggregate payments for the use of such aircraft were $16,000, $6,000 and $103,000 in
2004, 2003 and 2002, respectively.

(17) CONCENTRATIONS OF CREDIT RISK

FORWARD CONTRACTS -- The Company, including its subsidiaries, enters into foreign currency
forward contracts with counterparties to mitigate foreign currency exposure from foreign currency
denominated trade purchases and intercompany receivables and payables. These derivative instruments are

not held for trading or speculative purposes.

To the extent that changes occur in currency exchange rates, the Company is exposed to market risk on
its open derivative instruments. This market risk exposure is generally offset by the gain or loss recognized
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upon the translation of its trade purchases and intercompany receivables and payables. Foreign currency
forward contracts are entered into with major commercial United States, Japanese and German banks that
have high credit ratings, and the Company does not expect the counterparties to fail to meet their
obligations under outstanding contracts. ‘Foreign currency gains and losses under these arrangements are
not deferred. The Company generally enters into foreign currency forward contracts with maturities
ranging from one to eight months, with contracts outstanding at December 31, 2004 maturing through
January 2005. The Company did not seek specific hedge accounting treatment for its foreign currency
forward contracts.

At December 31, 2004, the Company held the following foreign currency forward contracts to buy
U.S. dollars and sell various foreign currencies:

. Market
Notional Settlement Unrealized
Amounts Amounts (Loss)/Gain
. (In thousands)

Japanese yen CONMrACES .......ccovererioreernenrierrecnrcncnrensesneenns $ 8,200 3 8,263 $ 63
Taiwanese dollar contracts....... 4,000 4,031 31
South Korean won contract...... 1,300 1,315 15
Chinese yuan contract...........c...... 400 398 (2)
Balance at December 31, 2004 13,900 $14,007 3 107

OTHER CONCENTRATIONS OF CREDIT RISK -- The Company uses financial instruments that
potentially subject it to concentrations of credit risk. Such instruments include cash equivalents, short-term
investments, accounts receivable, and foreign currency forward contracts. The Company invests its cash in
cash deposits, money market funds, commercial paper, and municipal bonds and notes. The Company
places its investments with high-credit quality financial institutions and limits the credit exposure from any
one financial institution or instrument. To date, the Company has not experienced significant losses on
these investments. The Company performs ongoing credit evaluations of its customers’ financial condition
and generally requires no collateral. Because the Company’s receivables are primarily related to
companies in the semiconductor capital equipment industry, the Company is exposed to credit risk
generally related to this cyclical industry. :

(18) STOCK PLANS

As of December 31, 2004, the Company had three active stock-based compensation plans; the 2003
Stock Option Plan (the “2003 Plan™), the 2003 Non-Employee Directors’ Stock Option Plan (the “2003
Directors’ Plan”) and the Employee Stock Purchase Plan (“ESPP”).

2003 STOCK OPTION PLAN -- The 2003 Plan is a broad-based plan for employees, executive
officers, and consultants in which directors of the Company are not allowed to participate. The Board of
Directors currently administers this plan, and makes all decisions concerning which employees, executive
officers and consultants are granted options, how many to grant to each optionee, when options are granted,
how the plan should be properly interpreted, whether to amend or terminate the plan, and whether to
delegate administration of the plan to a committee. The 2003 Plan, adopted in 2003, provides for the
issuance of up to 3,250,000 shares of common stock. Shares may be issued under the 2003 Plan on
exercise of incentive stock options or non-qualified stock options granted under the 2003 Plan or as
restricted stock awards. Stock appreciation rights may also be granted under the 2003 Plan, and the shares
represented by the stock appreciation rights will be deducted from shares issuable under the 2003 Plan.
The exercise price of incentive stock options and non-qualified stock options may not be less than the
market value of the Company’s common stock on the date of grant. The Company has the discretion to
determine the vesting period of options granted under the 2003 Plan, however option grants will generally
vest over four years, contingent upon the optionee continuing to be an employee, executive officer or
consultant of the Company. The options are exercisable for ten years from the date of grant. The 2003
Plan will expire in February 2013, unless the administrator of the plan terminates it earlier. As of
December 31, 2004, approximately 1.3 million shares of common stock were available for grant under this
plan.
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On January 31, 2003, the Company amended the 2003 Plan to provide additional terms for the
restricted stock units. The restricted stock units generally vest as to 10% on the first anniversary of the
grant date, an additional 20% on the second anniversary of the grant date, an additional 30% on the third
anniversary of the grant date and the remaining 40% on the fourth anniversary of the grant date. Additional
terms are set forth in the individual grant agreements between the Company and the award recipient.

2003 NON-EMPLOYEE DIRECTORS’ STOCK OPTION PLAN -- The 2003 Directors’ Plan, adopted
in 2003, provides for the issuance of up to 150,000 shares of common stock upon the exercise of non-
qualified stock options granted under the 2003 Directors’ Plan. The exercise price of options granted under
the 2003 Directors’ Plan may not be less than the market value of the Company’s common stock on the
date of grant. Non-employee directors are automatically granted an option to purchase 15,000 shares on
the first date elected or appointed as a member of the Company’s board, and 5,000 shares on any date re-
elected as a member of the board. Options granted on the date first elected or appointed as a member of the
Company’s board immediately vest as to one-third of the shares subject to the grant, then another one-third
on each of the first two anniversaries of the date granted, provided the optionee continues to be a director.
Options granted upon re-election are immediately exercisable. As of December 31, 2004, 40,000 shares of
common stock were available for grant under this plan.

EMPLOYEE STOCK PURCHASE PLAN --In September 1995, stockholders approved an ESPP
covering an aggregate of 200,000 shares of common stock. On May 7, 2003, the Company’s stockholders’
approved an amendment to increase the number of common shares reserved for issuance under the plan
from 200,000 shares to 400,000 shares. Employees are eligible to participate in the ESPP if employed by
the Company for at least 20 hours per week during at least five months per calendar year. Participating
employees may have the lessor of 5% their earnings or $1,250 per six-month period withheld pursuant to
the ESPP. The purchase price of common stock purchased under the ESPP is equal to 85% of the lower of
the fair value on the commencement date of each offering period or the relevant purchase date. During
2004, 2003 and 2002, employees purchased an aggregate of approximately 65,000, 73,000 and 54,000
shares of common stock under the ESPP, respectively. At December 31, 2004, approximately 90,000
shares remained available for future issuance.

On April 14, 2004, by resolution of the Company’s Board of Directors, the Company terminated its
2002 and 2001 Employee Stock Option Plans. Existing stock options outstanding under the 2002 and 2001
Employee Stock Option Plans remain outstanding according to their original terms. At December 31,
2004, options to purchase approximately 406,000 and 423,000 shares of common stock remained
outstanding under the 2002 and 2001 Employee Stock Option Plans, respectively.

On May 7, 2003, the Company terminated the 1995 Employee Stock Option Plan and the Non-
Employee Directors Stock Option Plan upon stockholder approval of the 2003 Plan and the 2003 Directors’
Plan; however, existing stock options outstanding under these terminated plans remain outstanding
according to their original terms. At December 31, 2004, options to purchase approximately 1.8 million
and 67,000 shares of common stock remained outstanding under the 1995 Employee Stock Option Plan and
the Non-Employee Directors Stock Option Plan, respectively.
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The following summarizes the activity relating to stock options for the years ended December 31,2004,

2003 and 2002:

Stock options:
Employee stock options --

Options outstanding at beginning of period ..

Granted
Exercised
Terminated
Options outstanding at end of period..
Options exercisable at end of period
Weighted-average fair value of options
granted during the petiod
Price range of outstanding options
Price range of options terminated

Non-employee directors stock options--

Options outstanding at beginning of period ...

Granted
Exercised ..
Terminated
Options outstanding at end of period...

Options exercisable at end of period.............

Weighted-average fair value of options
granted during the period
Price range of outstanding options...
Price range of options terminated

The following table summarizes information about the stock options outstanding at December 31,

2004:
(In thousands, except share prices and lives) Options Outstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Remaining Average Average
Range of Number Contractual Exercise Number Exercise
Exercise Prices Outstanding Life Price Exercisable Price
$311t0% 770 609 7.7 years $ 7.46 267 $ 7.24
$ 7.92t0 $10.37 682 8.0 years 9.58 197 8.96
$10.67 to $16.51 495 7.7 years 13.21 206 13.43
$17.3210 $19.24 876 7.9 years 18.56 414 18.34
$20.81 to $22.30 634 9.1 years 21.88 13 21.95
$22.52 t0 $24.90 574 8.1 years 23.50 252 24.09
$26.13 to $38.55 669 6.3 years 33.17 556 32.48
$40.00 to $46.13 117 5.0 years 43.79 117 43.79
$56.13 to $60.75 43 5.6 years 59.68 43 59.68
4,699 7.7 years $19.39 2,065 $22.36
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2004 2003 2002
(In thousands, except share prices)
Weighted- Weighted- Weighted-
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
3,920 $19.95 3,475 $23.18 2,108 $25.07
. 1,196 16.99 1,790 14.66 1,920 21.73
(117) 9.52 (352) 9.89 (118) 11.70
(472) 19.09 (993) 25.28 (435) 29.02
4,527 19.53 3.920 19.95 3475 23.18
1,943 22.70 1,230 25.50 1.239 23.25
" $8.40 $7.88 $12.55
. $3.11 - $60.75 $0.67 - $60.75 $0.67 - $60,75
.. $0.83 - $60.75 $0.83 - $60.75 $0.83 - $60.75
104 $19.00 112 $22.64 90 $26.92
. 85 13.62 25 10.67 22 15.58
. (©)] 10.67 8) 6.75 -- --
(12) 51.10 (25) 30.90 -- --
172 - 15.81 104 19.00 112 22.64
. 22 16.94 80 21.91 62 22.24
$.7.84 $1133
$6.13 - $60.75 $6.13 - $64.94
$6.13 - $64.94 $_--



(19) FAIR VALUE OF FINANCIAL INSTRUMENTS

The Company’s financial instruments include cash, trade receivables, trade payables, marketable
securities, short-term and long-term debt, and foreign currency forward exchange contracts (see Note 17).
The fair values of cash, trade receivables, trade payables and short-term debt approximate the carrying
values due to the short-term nature of these instruments. Marketable securities are stated at fair value (see
Notes 1 and 4). At December 31, 2004 and 2003, the carrying value of long-term debt was $195.4 million
and $201.7 million, respectively. The carrying value of senior borrowings approximates their fair value
due to the variable interest rates associated with the borrowings. At December 31, 2004, the estimated fair
value of the Company’s 5.25% convertible subordinated notes that are due November 15, 2006 was
approximately $64.6 million, compared to a book value of $66.2 million. At December 31, 2004, the
estimated fair value of the Company’s 5.00% convertible subordinated notes that are due September 1,
2006 was approximately $115.1 million, compared to a book value of $121.5 million.

(20) SUPPLEMENTAL CASH FLOW DISCLOSURES

In the first quarter of 2004, the Company made a strategic decision to further focus its marketing and
product support resources on its core competencies and reorient its operating infrastructure towards
sustained profitability. As a result, the Company sold its Noah chiller business to an unrelated third party
for $797,000 in cash and a $1.9 million note receivable due March 31, 2009. The note bears interest at
5.0%, payable annually on March 31. The sale included property and equipment with a book value of
approximately $300,000, inventory of approximately $1.0 million, goodwill and intangible assets net of
accumulated amortization of approximately $900,000, demonstration and customer service equipment of
approximately $140,000, and estimated warranty obligations of approximately $140,000. The Company
recognized a gain on the sale of $404,000, which has been recorded as other income and expense in the
accompanying consolidated statement of operations. In the third quarter of 2004, the Company purchased
equipment of approximately $71,000 from the buyers of the Noah chiller assets in exchange for an
equivalent reduction of the note receivable due March 31, 2009.

In the second quarter of 2003, as part of the Company’s ongoing cost reduction measures, the Company
committed to a plan to sell certain inventory and property and equipment assets to an unrelated third party
at their respective net book values. These assets were primarily used in the manufacture of a component
for the Company’s direct current and radio frequency products and were sold on June 30, 2003. In
conjunction with the sale, the Company received approximately $1.6 million in cash and a short-term note
receivable for approximately $1.5 million in exchange for inventory with a carrying value of approximately
$2.1 million and property and equipment with a carrying value of approximatety $1.0 million.

(21) QUARTERLY FINANCIAL DATA - UNAUDITED
The following table presents unaudited quarterly financial data for each of the eight quarters in the
period ended December 31, 2004. The Company believes that all necessary adjustments have been

included in the amounts stated below to present fairly such quarterly information. The operating results for
any quarter are not necessarily indicative of results for any subsequent period.

Quarters Ended

Mar. 31, June 30, Sept. 30, Dec. 31, Mar, 31, June 30, Sept. 30,
2003 2003 2003 2003 2004 2004 2004
(In thousands, except per share data)
Sales...cvcmiii $ 56,158 $62,946 $ 68,567 $ 74,731 $104,487 $108,869 § 93,550
Gross pProfit....c.cccccemenniinnccrererenreee 17,950 20,273 23,093 26,631 38,414 36,962 29,740
(Loss) income from operations........... (10,885) (6,825) (5,741) 319 9,810 8,754 1,855
Net (1058) INCOME ...covvevcereecnrienriiniae $(8,590) $(5,774) $(27.438) $(2,439) $ 6924 $ 4470 $.(1.136)
Diluted (loss) income per share ......... $.(027) $(0.18) § (0.85) 0,08 §_021 $ 013 $_(0.03)
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Dec. 31,
2004

$ 88,399

14,563
(21,963)
2

§ (070




The Company had a loss in the fourth quarter of 2004 of $23.0 million. Pretax charges in the fourth
quarter included $9.2 million to cost of sales for increased excess and obsolete inventory reserves, $3.8
million to selling, general and administrative for the change in estimate of the useful life of the
demonstration equipment (see Note 1), $3.7 million to restructuring for employee severance and
termination costs primarily attributable to the Fort Collins facility (see Note 3), $3.3 million to impairment
of intangible assets related to certain amortizable intangible assets acquired in conjunction with the
Company’s purchase of Dressler and Aera (see Note 8). These items contributed significantly to the
Company’s fourth quarter 2004 results. The Company increased its reserve for excess and obsolete
inventory in the fourth quarter of 2004, as a result of the fourth quarter strategic management decision to
discontinue certain product offerings, the outlook for future periods demand and the declining trend in the
Company’s sales from the second quarter of 2004 to the fourth quarter of 2004.

The Company had a loss of $27.4 million in the third quarter of 2003. During this quarter the

Company recorded a valuation allowance against certain of its U.S. and foreign net deferred tax assets in
jurisdictions where significant losses had been recognized (see Note 12).
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

SCHEDULE 1I -- VALUATION AND QUALIFYING ACCOUNTS

Additions

Balance at Additions Charged Balance at
Beginning of Dueto to Expense End of
Period Acquisitions (Recoveries)  Deductions Period

(In thousands)
Year ended December 31, 2002:

Inventory obsolescence reserve..........cco.... $5,631 $13,704 $ 5,803 $4,719 $20,419
Allowance for doubtful accounts ................ 1,049 416 1.870 279 3,056
56,680 $14.120 $7.673 $ 4.99% $23.475

Year ended December 31, 2003:
Inventory obsolescence reserve..........o...... $20,419 $ $3,016 $13,944 $ 9,491
Allowance for doubtful accounts ................ 3.056 (429) 1.324 1.303
$23.475 $ - $2.587 $15,268 $10.794

Year ended December 31, 2004:
Inventory obsolescence reserve.. ... $9,491 $ -- $11,262 $6,102 $14,651
Allowance for doubtful accounts ................ 1.303 -- 198 452 1.049
$10,794 $__ - $11,460 $.6,554 $15,700

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

On August 16, 2004, the Audit and Finance Committee of the Board of Directors
dismissed KPMG LLP as our independent accountants, and on the subsequent day,
August 17, appointed Grant Thornton LLP as the independent accountants to audit our
financial statements for our fiscal year ended December 31, 2004. We filed a Current
Report on Form 8-K on August 20 and an amendment to such on August 23, disclosing
this change in our independent accountants.

ITEM 9A. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures that are designed to
ensure that information required to be disclosed in the Company’s reports that it files or
submits under the Securities Exchange Act of 1934 is recorded, processed, summarized
and reported within the time periods specified in the Securities and Exchange
Commission’s rules and forms, and that such information is accumulated and
communicated to the Company’s management, including its Chief Executive Officer and
Chief Financial Officer, as appropriate to allow timely decisions regarding required
disclosure.

As of the end of the period covered by this report, the Company carried out an
evaluation, with the participation of management, including its Chief Executive Officer
and Chief Financial Officer, of the effectiveness of the disclosure controls and procedures
pursuant to the Exchange Act Rule 13a-15(b). Based upon this evaluation, the Chief
Executive Officer and Chief Financial Officer concluded that our disclosure controls and
procedures were not effective as of December 31, 2004, because of the material
weaknesses disclosed below in “Management’s Report on Internal Control over Financial
Reporting.”
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In light of these material weaknesses, the Company performs additional analyses
and other pre and post-closing procedures to ensure that our consolidated financial
statements are presented fairly in all material respects in accordance with generally
accepted accounting principles in the United States. These procedures include monthly
business reviews led by our Chief Executive Officer and monthly operating and financial
statement reviews by various levels of our management team, including our executive
officers. Accordingly, management believes that the consolidated financial statements
and schedules included in this Form 10-K fairly present in all material respects our
financial position, results of operations and cash flows for the periods presented.

Management’s Report on Internal Control over Financial Reporting

Management is responsible for establishing and maintaining adequate internal
control over financial reporting as defined in Exchange Act Rule 13a-15(f). The
Company’s internal controls over financial reporting are designed to provide reasonable
assurance concerning the reliability of financial data used in the preparation of our
financial statements. All internal control systems, no matter how well designed, have
inherent limitations and may not prevent or detect misstatements. Controls considered to
be operating effectively in one period may become inadequate in future periods because
of changes in conditions or a deterioration in the degree of compliance with policies or
procedures.

Management assessed the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2004 using the criteria described in /nternal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. As a result of our assessment, Management has identified
two material weaknesses, as described below, and therefore has concluded that our
internal controls over financial reporting were not effective as of December 31, 2004.

A material weakness is defined within the Public Company Accounting Oversight
Board’s Auditing Standard No. 2 as a control deficiency or combination of control
deficiencies that results in a more than remote likelihood that a material misstatement of
the annual or interim financial statements will not be prevented or detected.

In our filing on Form 10-Q for the quarter ended September 30, 2004, the Company
disclosed a material weakness related to the lack of segregation of duties defined within
the Company’s enterprise resource planning (“ERP”) system, as certain employees have
access in our ERP system to record transactions outside of their assigned job
responsibilities. The Company’s ERP system is integrated throughout the organization
including material foreign locations, with the exception of the Japan subsidiaries. The
ERP system interacts with most of the Company’s major processes including
manufacturing, payables, receivables and inventory controls. During the fourth quarter,
the Company began the process of appropriately assigning access within the ERP system
on a user-by-user basis and has restricted access to certain users to begin to remedy the
segregation of duties concerns; however, this process, as well as the testing of the
implementation, was not completed by December 31, 2004, During the fourth quarter of
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2004, we experienced set backs in the remediation of this weakness due to turnover in our
internal audit and information technology departments and a lack of other available
resources within the Company to perform the planned implementation and testing on a
timely basis before December 31, 2004. As our remediation was not completed, and
although the Company believes that sufficient measures were taken at year end to
identify any material error that could have resulted from the lack of segregation of duties
defined within our ERP system, management continues to conclude that due to the
pervasive nature of this issue it is a material weakness. A discussion of management’s
remediation plan for this material weakness follows under the heading “Remediation Plan
for Material Weaknesses.”

Management has also identified two significant deficiencies in its Japan operations,
that when considered in the aggregate represent a material weakness. The first significant
deficiency relates to the fact that both of our Japan facilities have their own unique
information system, neither of which is the corporate ERP system discussed above and
both of which have similar segregation of duties issues. The Company anticipates
implementing the corporate ERP system in Japan with stronger controls in place;
however, the implementation has been postponed until we complete the manufacturing
transition of certain product lines from Japan to China. Individually, the Company has
viewed this situation as a significant deficiency and had established detective controls to
compensate for this lack of system integration and uniformity. The second significant
deficiency in Japan was caused in the fourth quarter of 2004 by the departure of key
management personnel in Japan, creating a lack of sufficient human resources for proper
segregation of duties and oversight at the local level. On an interim basis, additional
oversight is being provided by management in the United States. Considering these two
significant deficiencies in the aggregate, management has concluded that the above
constitutes a material weakness. A discussion of management’s remediation plan for this
material weakness follows under the heading “Remediation Plan for Material
Weaknesses.”

Due to staff turnover, principally in our internal audit group, we were not able to
complete our documentation and testing of our internal controls over financial reporting
in a timely manner to allow our independent registered public accounting firm, Grant
Thornton LLP (“Grant Thornton™), sufficient time to perform their audit of
management’s assessment and their audit of the effectiveness of the Company’s internal
control over financial reporting. Accordingly, Grant Thornton has issued a disclaimer of
opinion on both management’s assessment and the effectiveness of our internal controls
over financial reporting.

Notwithstanding the fact that management has concluded that our internal controls
over financial reporting were not effective as of December 31, 2004 and Grant Thornton
has disclaimed an opinion on our assessment, Grant Thornton has issued an unqualified
opinion on our financial statements for 2004, which is included in Part II, Item § of this
Annual Report on Form 10-K.
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Changes in Internal Control over Financial Reporting

There was no change in the Company’s internal control over financial reporting that
occurred during the Company’s most recent quarter that has materially affected, or is
reasonably likely to materially affect, the internal control over financial reporting.

Remediation Plan for Material Weaknesses

To remediate the material weaknesses described in “Management’s Report on
Internal Control over Financial Reporting” management has taken the following steps
during the fourth quarter of 2004:

e Recruited and hired an internal audit manager to fill the vacancy left by
the departure of our previous internal audit manager during the third
quarter of 2004;

e Reallocated additional human resources within the Company to the
internal audit department until an adequate staff level has been recruited
and hired directly for the internal audit department. The increased staffing

- of this department is focused on the completion of the implementation and
testing of appropriate segregation of duties defined within our corporate
ERP system,

e Increased executive management involvement in the details of the
remediation project to ensure that appropriate segregation of duties are
defined within our corporate ERP system;

e Assignment on a temporary basis of a financial manager from our
corporate headquarters to Japan. This manager will be physically present
in Japan beginning in the second quarter of 2005; and

o Further development of a plan to implement the corporate ERP system in
Japan upon completion of the manufacturing transition.

These efforts have been continued in the first quarter of 2005 and are being directly
supervised by our Chief Financial Officer to ensure prompt and effective remediation of
the material weaknesses identified. Management expects that the lack of segregation of
duties defined within our ERP system will be remediated by the end of the second quarter
of 2005. Management expects the material weakness in Japan to be remediated upon the
consolidation of our two main Japanese locations allowing local management to focus on
the single location. The significant deficiency related to the lack of system integration
and uniformity in Japan will be addressed by the implementation of the corporate ERP in
Japan that will commence upon completion of our manufacturing transition.
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ITEM 9B. OTHER INFORMATION

On March 29, 2005, we entered into an Executive Change in Control Agreement
(“CIC Agreement’) with each of our Executive Vice Presidents: Michael El-Hillow,
Linda Capuano, and C. Stephen Rhoades. The CIC Agreement provides each of these
executives with severance payments and certain benefits in the event of his or her
termination without Cause or other Involuntary Termination (as such capitalized terms
are defined in the CIC Agreement).

In the event of an executive’s termination without Cause, provided that a Change in
Control (as defined in the CIC Agreement) has not occurred and there is no Pending
Change in Control (as defined in the CIC Agreement), the executive will be entitled to
receive: (a) all then accrued compensation and a pro-rata portion of executive’s target
bonus for the year in which the termination is effected, (b) a lump sum payment equal to
the executive’s then current annual base salary plus his or her target bonus for the year in
which the termination is effected, (¢) continuation of insurance and other benefits for 12
months following the date of termination, (d) an amount equal to the contributions that
would have been made to the company’s retirement plans on behalf of executive, if the
executive had continued to be employed for 12 months following the date of termination,
and (e) reimbursement, up to $15,000, for outplacement services.

An “Involuntary Termination” will be deemed to have occurred if the executive’s
employment is terminated (i) without Cause following a Change in Control or during a
Pending Change in Control, (ii) by the executive for Good Reason following a Change in
Control, or (iii) by the executive, for any reason or no reason, during the 30-day period
commencing on the date that is six months after a Change in Control. In the event of an
Involuntary Termination following a Change in Control, the executive will be entitled to
receive: (a) all then accrued compensation and a pro-rafa portion of executive’s target
bonus for the year in which the termination is effected, (b) a lump sum payment equal to
1.75 times (i) the executive’s then current annual base salary plus (ii) his or her target
bonus for the year in which the termination is effected, (c) continuation of insurance and
other benefits for 21 months following the date of termination, (d) an amount equal to the
contributions that would have been made to the company’s retirement plans on behalf of
executive, if the executive had continued to be employed for 21 months following the
date of termination, and (e) reimbursement, up to $15,000, for outplacement services. In
addition, if an Involuntary Termination occurs following a Change in Control and
during the term of the CIC Agreement, all stock options and other equity awards
then held by the executive whose employment was terminated will become fully
vested and exercisable.

The foregoing is a summary of the material terms of the CIC Agreement. The form
of the CIC Agreement is attached as an exhibit to the Form 10-K, and the terms of such
form of agreement are incorporated herein by this reference.
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PART 111

In accordance with General Instruction G(3) of Form 10-K, the information required
by this Part III 1s incorporated by reference to Advanced Energy’s definitive proxy
statement relating to its 2005 Annual Meeting of Stockholders (the “2005 Proxy
Statement”), as set forth below. The 2005 Proxy Statement will be filed with the
Securities and Exchange Commission within 120 days after the close of the Company’s
fiscal year end.

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information set forth in the 2005 Proxy Statement under the headings “Proposal
No. 1/ Election of Directors—Nominees” and “Section 16(a) Beneficial Ownership
Reporting Compliance” is incorporated herein by reference. The information under the
heading “Executive Officers of the Registrant” in Part I of this Form 10-K is also
incorporated herein by reference.

We have adopted a Code of Ethical Conduct that applies to our directors. In addition,
we have adopted a Code of Ethical Conduct for our executives, managers and finance
employees which impose additional standards. These Codes of Ethical Conduct are
available through our website at www.advanced-energy.com. Information contained on
the website is not part of this report. If we grant any waiver of either code with respect to
the conduct of executive officers or directors, we will publicly disclose such waivers as
required by applicable law.

ITEM 11. EXECUTIVE COMPENSATION

The information set forth in the 2005 Proxy Statement under the headings “Executive
Compensation” and “Stock Performance Graph” is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS
AND MANAGEMENT AND RELATED STOCKHOLDER MATTERS

The information set forth in the 2005 Proxy Statement under the headings “Common
Stock Ownership by Management and Other Stockholders” and “Equity Compensation
Plan Information” is incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information set forth in the 2005 Proxy Statement under the caption “Certain
Transactions with Management” is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information set forth in the 2005 Proxy Statement under the caption “Fees Billed
by Independent Public Accountants” is incorporated herein by reference.
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PART 1V

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS
ON FORM 8-K

Page
(a) The following documents are included as part of this Form 10-K:
1. Financial Statements: »
Reports of Grant Thornton LLP 42
Report of KPMG LLP 45
Consolidated Financial Statements:
Balance Sheets at December 31, 2004 and 2003 46
Statements of Operations for each of the three years
in the period ended December 31, 2004 48
Statements of Stockholders’ Equity and Comprehensive loss for each
of the three years in the period ended December 31, 2004 49
Statements of Cash Flows for each of the three years _
in the period ended December 31, 2004 50
Notes to Consolidated Financial Statements 51
2. Financial Statement Schedules for each of the three years
in the pertod ended December 31, 2004
Schedule II--Valuation and Qualifying Accounts 76
3. Exhibits:

2.1 Agreement and Plan of Reorganization, dated as of June 1, 1998, by and among Advanced
Energy Industries, Inc., Warpspeed, Inc. and RF Power Products, Inc.(1)

2.2 Stock Purchase Agreement dated November 16, 2001, by and among Advanced Energy
Industries, Inc., Advanced Energy Japan K.K., Aera Japan Limited and Certain Stockholders
of Aera Japan Limited.(2)

2.3 Amendment No. 1 to Stock Purchase Agreement, dated December 25, 2001, by and among
Advanced Energy Industries, Inc., Advanced Energy Japan K.K., Aera Japan Limited and
Certain Stockholders of Aera Japan Limited.(3)

2.4 Forms of Minority Stock Purchase Agreement.(3)

3.1 Restated Certificate of Incorporation, as amended.(13)
3.2 By-laws.(4)

4.1 Form of Specimen Certificate for Common Stock.(4)

4.2 Indenture dated November 1, 1999, by and between State Street Bank and Trust Company of
California, N.A., as trustee, and Advanced Energy Industries, Inc. (including form of 5 1%
Convertible Subordinated Note due 2006).(5)

4.3 Indenture dated August 27, 2001, by and between State Street Bank and Trust Company of
California, N.A., as trustee, and Advanced Energy Industries, Inc. (including form of 5.00%
Convertible Subordinated Note due September 1, 2006).(6)

4.4 Registration Rights Agreement, dated as of August 22, 2001, by and between Advanced
Energy Industries, Inc., and Goldman, Sachs and Co.(6)

4.5 The Registrant hereby agrees to furnish to the SEC, upon request, a copy of the instruments
which define the rights of holders of long-term debt of Advanced Energy Industries, Inc.
None of such instruments not included as exhibits herein represents long-term debt in excess
of 10% of the consolidated total assets of Advanced Energy Industries, Inc.
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10.1 Loan and Security Agreement dated May 8, 2004, by and among Silicon Valley Bank, as a
bank, and Advanced Energy Industries, Inc., as borrower.(15)

10.2 Lease, dated June 12, 1984, amended June 11, 1992, by and between Prospect Park East
Partnership and Advanced Energy Industries, Inc., for property located in Fort Collins,
Colorado.(4)

10.3 Lease, dated March 14, 1994, as amended, by and between Sharp Point Properties, L.L.C.,
and Advanced Energy Industries, Inc., for property located in Fort Collins, Colorado.(4)

10.4 Lease, dated May 19, 1995, by and between Sharp Point Properties, L.L.C. and Advanced
Energy Industries, Inc., for a building located in Fort Collins, Colorado.(4)

10.5 Form of Indemnification Agreement.(4)
10.6 1995 Stock Option Plan, as amended and restated through February 7, 2001.(7)*

10.7 1995 Non-Employee Directors’ Stock Option Plan, as amended and restated through February
7,2001.(7)*

10.8 2003 Stock Option Plan.(13)*

10.9 Amendment No. 1 to 2003 Stock Option Plan, dated January 31, 2005.(16)*
10.10 Restricted Stock Unit Agreement pursuant to the 2003 Stock Option Plan.(16)*
10.11 Stock Option Agreement pursuant to the 2003 Stock Option Plan.(16)*

10.12 2003 Non-Employee Directors’ Stock Option Plan.(13)*

10.13 2001 Employee Stock Option Plan.(13)*

10.14 2002 Employee Stock Option Plan.(13)*

10.15 Lease dated March 20, 2000, by and between Sharp Point Properties, L.L.C. and Advanced
Energy Industries, Inc., for a building located in Fort Collins, Colorado.(8)

10.16 Agreement and Plan of Reorganization, dated April 5, 2000, by and among Advanced Energy
Industries, Inc., Noah Holdings, Inc. and AE Cal Merger Sub, Inc.(9)

10.17 Escrow and Indemnity Agreement, dated April 5, 2000, by and among Advanced Energy
Industries, Inc., the former stockholders of Noah Holdings, Inc. and Commercial Escrow
Services, Inc.(9)

10.18 Agreement and Plan of Reorganization, dated July 21, 2000, by and among Advanced Energy
Industries, Inc., Mercury Merger Corporation, Sekidenko, Inc. and Dr. Ray R. Dils.(10)

10.19 Agreemént and Plan of Reorganization, dated July 6, 2000, amended and restated as of
October 20, 2000, by and among Advanced Energy Industries, Inc., Flow Acquisition
Corporation, and Engineering Measurements Company.(11)

10.20 License Agreement, dated January 3, 2003, by and among Advanced Energy Industries, Inc.,
and APJeT, Inc.(12)

10.21 Lease dated January 16, 2003, by and between China Great Wall Computer Shenzhen Co.,
Ltd., Great Wall Limited and Advanced Energy Industries (Shenzhen) Co., Ltd., fora
building located in Shenzhen, China.(14)

10.22 Non-employee Director Compensation summary *

10.23 Executive Change in Control Severance Agreement

21.1 Subsidiaries of Advanced Energy Industries, Inc.

23.1 Consent of Grant Thornton LLP, Independent Registered Public Accounting Firm
23.2 Consent of KPMG LLP, Independent Registered Public Accounting Firm
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24.1 Power of Attorney (included on the signature pages to this Annual Report on Form 10-K)

31.1 Certification of the Chief Executive Officer Pursuant to Rule 13a-14(a) under the Securities
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

312 Certification of the Chief Financial Officer Pursuant to Rule 13a-14(a) under the Securities
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32.1 Certification of the Chief Executive Officer Pursuant to 18 U.S.C. Section 1350 as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

32.2 Certification of the Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

(1) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q
“for the quarter ended June 30, 1998 (File No. 000-26966), filed August 7, 1998.

(2) Incorporated by reference to the Registrant’s Registration Statement on
Form 8-3 (File No. 333-72748), filed February 8, 2002, as amended.

(3) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 000-
26966), filed February 1, 2002.

(4) Incorporated by reference to.the Registrant’s Registration Statement on
Form S-1 (File No. 33-97188), filed September 20, 1995, as amended.

(5) Incorporated by reference to the Registrant’s Annual Report on Form 10-K for the year
ended December 31, 1999 (File No. 000-26966), filed March 20, 2000.

(6) Incorporated by reference to the Registtant’s Current Report on Form 8-K (File No. 000-
. 26966), filed September 10,-2001. _

(7) Incorporated by reference to the Reglstrant s Quarterly Report on Form 10-Q for the quarter
ended March 31, 2001 (Flle No. 000- 26966) ﬁ]ed May 9, 2001.

(8) Incorporated by reference to the Registrant’s Annual Report on Form 10-K for the year
ended December 31, 2000 (File No. 000-26966), filed March 27, 2001.

(9) Incorporated by reference to the Reglstrant s Reglstratron Statement on Form S-3 (File No.
333-37378), filed May 19, 2000.

(10) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q for the quarter
ended June 30, 2000 (File No. 000-26966), filed August 4, 2000.

(11) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q for the quarter
ended September 30, 2000 (File No. 000-26966), filed October 30, 2000.

(12) Incorporated by reference to the Registrant’s Annual Report on Form 10-K for the year
ended December 31, 2002 (File No. 000-26966), filed March 27, 2003.

(13) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q for the quarter
ended September 30, 2003 (File No. 000-26966), filed November 4, 2003.

(14) Incorporated by reference to the Registrant’s Annual Report on Form 10-K for the year
ended December 31, 2003 (File No. 000-26966), filed February 24, 2004.
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(15) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q for the quarter
ended June 30, 2004 (File No. 000-26966), filed August 9, 2004.

(16) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 000-
26966), filed February 3, 2005.

*  Compensation Plan

+  Confidential treatment has been granted for portions of this agreement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly

authorized.
ADVANCED ENERGY INDUSTRIES, INC.

(Registrant)

/s/ Douglas S. Schatz
Douglas S. Schatz
Chief Executive Officer, President and Chairman of the Board

Each person whose signature appears below hereby appoints Douglas S. Schatz and Michael El-Hillow,
and each of them severally, acting alone and without the other, his true and lawful attorney-in-fact with
authority to execute in the name of each such person, and to file with the Securities and Exchange
Commission, together with any exhibits thereto and other documents therewith, any and all amendments to
this Annual Report on Form 10-K necessary or advisable to enable the registrant to comply with the
Securities Exchange Act of 1934, as amended, and any rules, regulations and requirements of the Securities
and Exchange Commission in respect thereof, which amendments may make such other changes in the
Annual Report on Form 10-K as the aforesaid attorney-in-fact deems appropriate.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signatures Title Date
/s/ Douglas S. Schatz Chief Executive Officer, President March 30, 2005
Douglas S. Schatz and Chairman of the Board

(Principal Executive Officer)
/s/ Michael El-Hillow Executive Vice President and Chief ~ March 30, 2005
Michael El-Hillow Financial Officer (Principal Financial

Officer and Principal Accounting

Officer)
/s/ Richard P. Beck Director March 30, 2005
Richard P. Beck
/s/ Hans-Georg Betz Director March 30, 2005
Hans-Georg Betz
/s{ Robert L. Bratter Director March 30, 2005
Robert L. Bratter
/s/ Joseph R. Bronson Director March 30, 2005
Joseph R. Bronson
/s/ Arthur A. Noeth Director March 30, 2005
Arthur A. Noeth
/s/ Barry Z. Posner Director March 30, 2005
Barry Z. Posner
/s/ Elwood Spedden Director March 30, 2005

Elwood Spedden

/s/ Gerald M. Starek Director March 30, 2005
Gerald M. Starek
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